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PREFACE 


Most of the research reports of the Waterloo Region Review Commission 
have been detailed examinations of the situation concerning a municipal service 
within the Region of Waterloo. This publication is different. It is a survey 
of perhaps the most crucial facet of any government - where and how revenues 


are raised. 


The primary sources of revenue for local government are the property 
tax and provincial grants. This study examines the sufficiency, effect and 


drawbacks of these and other revenues. 


The Province of Ontario has almost one hundred programs of grants 
and subsidies to local government. This study abiapitanes a framework by 
which it is possible to judge if a particular provincial grant serves any 
purpose other than to give the Province the capacity to control what munici- 
palities do. The evidence is that many are counter- productive, most reduce 
the accountability of local councils and some serve no legitimate provincial 


interest. 


In most literature and almost all political debates, it is accepted 
that the Province can and should establish minimum standards for a number of 


services provided by municipalities. It is also generally accepted that the 


Province must be responsible for ensuring that local governments have the funds 


(ii) 


to meet their responsibilities. Further it is reasonable that the Province 
should maintain an influence in those "municipal" activities which have a 
substantial effect beyond the political boundaries of any single municipality. 
In some cases conditional grants may or may not be the best way to serve these 


legitimate purposes. 


The thrust of this study is that, because of the way the Province 
funds local government, it goes beyond its legitimate role and either 
intentionally or otherwise inserts its pervasive influence into matters which 
are entirely local. Many, if not most, conditional grants so control local 
activity that local councils have little discretion over priorities and service 
levels for their communities. In so far as these grants are designed to protect 
one of the provincial interests, this may not be a cause for concern. However, 
this and a number of other studies (most notably the recent report of the 
Grants Reform Committee) suggest that many of the conditional grants serve 
no provincial interest and in other cases the provincial interest could be 


protected through a more discriminating mechanism. 


None of this is news to local government or to the Province. Both 
levels have been looking for solutions and both have contributed to the 
problem. A former Treasurer of the Province once remarked that municipalities 
are always keen to get rid of conditional grants in theory, but every time 
they want to do something, they ask Queen's Park to help pay for it. On the 
other hand, a common municipal complaint is that the Province is urging local 
governments to set priorities and keep spending down while all the time causing 


them to spend more to get more. They complain that conditional grants are 


(iii) 


the unseen puppeteer causing the municipal marionettes to jerk about 
spasmodically, changing direction as the Province moves its monetary 


strings about. 


This study goes on to examine alternative ways to provide local 
government with the sources of revenue which it must have to exercise 


meaningful responsibility. 


It discusses in detail the potential for greater use of the property 
tax. Two major hurdles would have to be cleared before the property tax could 
be expanded. First, the method by which property values are assessed must be 
standardized. Chapter Three illustrates just how inequitable the present 
assessments are. Second, we must ensure that the property tax does abe 
increase for the poor, those on fixed incomes and those trying to raise a 
family in decent surroundings. This means the property tax must be made 
progressive like the income tax. To a large extent the property tax credit 
appears to do this already. With some refinement, it is argued, the property 
tax credit scheme could make real property tax more progressive than income 
tax. If these two problems are overcome, the study demonstrates that the 
property tax can be i abeaen significantly as the mainstay of local government 


activities. 


Less fundamental changes in funding local government could also 
substantially reduce the distortionary effect of provincial grants. Block 
grants are discussed as a way in which the Province can specify what standards 
must be met without the inflexible, bureaucratic and expensive process of 


providing specific conditional grants. 


(iv) 


The final chapter of this study addresses one of the questions 
which is fundamental to the planning and development of every municipality. 
It demonstrates that every area municipality in this Region loses money if 
it gains a new industry which provides a million dollars of assessment. 

This by no means suggests that industries should not be sought for reasons 
of stimulating the local economy and providing employment but it does 
indicate that each municipality in Waterloo would benefit if an industry 
located elsewhere in the Region. This has major implications for industrial 
development policies and I would urge all interested people to study 


Chapter Six with care. 


In closing, I want to thank Harry Kitchen of the Department of 
Economics of Trent University who carried out this study. Mr. Kitchen is 
emerging as an authority on municipal financing and certainly this Commission 
is the richer for his contribution. Thanks are also due to Paul Stenton 
who so ably assisted Mr. Kitchen with his research and drafted sections of 
the report. The assistance of the Canadian Tax Foundation and particularly 
of David Penny is also appreciated. Our office manager Diane Bryce did her 
usual excellent job of proofreading and organizing the preparation and 
production of this study while Muriel Faulkner and Carol Sherman have my 


thanks for their secretarial contributions. 


W. H. Palmer 


Commissioner 


November, 1978 
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CHAPTER ONE 


SUMMARY 


While various studies of local government have forwarded 


different principles to guide local government structure, most agree 


that any system should be designed to achieve the following: 


local preferences should be satisfied by the action of 


providing services through the lowest level of government 


which is capable of carrying out that service; 


services should be provided at the lowest cost per unit; 


local governments must attempt to supply the mix and level 


of services desired by the public. 


To achieve these principles, a number of criteria must be met. 


These include: 


= 


local decision makers must be readily accountable for their 


decisions; 
duplication of services must be avoided; 


elected representativés must have the wherewithal to respond 


to the interests of the taxpayers on local issues; 


4. local representatives must be accessible to the taxpayers; 


5. residents must be able to participate in local decision 


making with reasonable ease; 


6. issues for which local governments are responsible must be 


clearly identified; 


7. local governments must be able to establish priorities 


among the demands placed on them; 


8. local governments must have adequate resources to meet those 


of the demands placed on them which have been given priority. 


With the above-mentioned principles and criteria in mind, we 
shall outline the trends and patterns in the different expenditure and 


revenue categories of local governments in the Waterloo area. 


Chapter Two is a summary of the sources’of revenue for local 
governments in Waterloo and of the purposes to which the revenue is 
expended. Local government in Waterloo spends over $200,000,000 a year or 
$665 for every resident of the Region. Of this, almost half goes to 
education, and about 10% to each of transportation and protection (fire 
and police). General government, recreation and social services take up 
about 5% each, with the remaining 15% taken up by several smaller spending 
functions. The chapter explores the trends in spending on the various 


functions and notes a shift from "hard" to "soft" services. 


It then looks at the effect of the changed spending patterns 


on spending per household. Figure 2 gives dramatic illustration to the 
trend. This analysis confirms previous studies which found that, although 
spending generally increased rapidly after 1973, it was not as a rule the 
result of eeentie by the new Regional Municipality. The most rapid 
increases were in education, transit, recreation, social services, fire 

and police protection, and general government. Of these only social 
services is the responsibility of the Regional Council (although the Region 


also contributes to the general government costs). 


A major portion of Chapter Two ie devoted to an analysis of 
revenue. Less than half the local government revenue comes from property 
tax, with another 42% coming from provincial grants. The rest is made up 
from a variety of other charges. The analysis shows that since 1969 first 
sedate and later on property tax have been the fastest increasing sources 


of revenue (other than the catch all “other" category). 


Chapters Three and Four are devoted to a detailed analysis of 
the two major sources of local government revenue property tax and 
provincial grants respectively. Chapter Three explores in detail the 
problem of the existing assessment base. A series of tables in this chapter 
demonstrates the wide variations and inequities in the assessments now in 
use. If any further evidence is needed to spur the reform of the property 
tax, even the most skeptical of readers will find food for thought in this 


section. 


« 


The next part of Chapter Three explores the question of whether 


the property tax is a regressive, excessive or unfair tax. It argues that 


once an appropriate assessment base is implemented, the property tax is a 
much "better" tax than normally believed. It has grown far less quickly 
than average income, is less easily evaded than income tax, provides a 
direct link to decision makers so that it enhances control by the voters. 
Through a variety of means it can be less regressive than it has been and 


even progressive to some degree. 


Chapter Four explores the various grants provided by the 
Province to local government. It outlines the rationale for the various 
types of grants and evaluates each type through both economic and political 
criteria. It concludes that few of the conditional grants now offered to 
local government are warranted and that the use of alternative revenue 
sources would make better economic and political sense. Among these 


alternatives, deconditionalization and block funding are discussed. 


Chapter Five explores the question of economies of scale in 
local government. When is big government more efficient than smaller 
government and vice versa? The chapter examines a number of research 
studies and finds that for some services there is an inverse relationship 
between size and cost per unit. This relationship, however, is both 
tenuous and unpredictable. Furthermore, it finds that in practice it 
would be impossible to develop a municipality of optimal size for all 
services. It concludes that it is not feasible to determine municipal 


boundaries in order to achieve maximum economies. 


CHAPTER TWO 


LOCAL GOVERNMENT REVENUE AND EXPENDITURES 


I. EXPENDITURES 


Local government ependige in the Waterloo Region has increased 
substantially over the past few years. In 1969, it totalled over $79 million 
whereas by 1976, it had risen to $200 million for an increase of some 
153 percent. After taking inflation into account, the rate of increase 
was still significant at 60 percent. In light of this fact, this study will 
assess the recent trends and patterns in current expenditures and revenues 


and discuss a number of issues relating to these items. 


Comparative Analysis of Total Current Expenditures 


In Figure 1 expenditures for each of the major municipal 
functions are shown as percentages of total curren? expenditures in the 
Waterloo Region for the year 1969 to 1976. This time period includes the 
four years (1969-1972) immediately preceding the implementation of regional 
government and the first four operational years of regional government. 
Expenditures for each function represent the total expenditures on that 
function by all of the area municipalities and the upper-tier municipality 
(1969-1972, County; 1973-1976, Region). 

Expenditures include those of all areas municipalities and all boards 


and commissions (including transit, waterworks and education) with the 
only exception being the hydro commissions. 


ee 


Of some interest is the fact that the categories of current 
expenditures have not significantly changed in terms of their relative 
importance over the eight year period. This is not to state that some 
individual municipalities or certain sub-functions have not experienced 
noticeable shifts but rather our analysis implies that the total expendi- 
tures in these areas have not seriously shifted in terms of their relative 


importance. 


Education which absorbed over 52 percent of the total system's 
expenditures in 1969 accounted for 49 percent in 1976, a modest decrease 
of some 3.4 percentage points. Similar decreases were noted in transpor- 
tation services (eeeeitaes percent in 1969 to 10.2 percent in 1976), health 
services (2.2 percent in 1969 compared to 1.5 percent in 1976), and 
planning and development (1.8 percent in 1969 and 1.2 percent in 1976). 
The greatest percentage increase occurred in expenditures on social and 
family services (from 2.6 to 5.1 percent of total expenditures) over the 
eight year period, followed by transit (from 1.7 to 2.9 percent of total 
current expenditures), general government (from 4.7 to 6.0 percent), 
recreation and cultural services (from 5.4 to 6.6 percent), waterworks (2.3 


to 2.7 percent), and environmental services (3.7 to 3.9 percent). 


From the above comparison, it is obvious that the trend in 
expenditure is towards allocating a greater amount of the total budget to 
the 'soft' services including protection, social and family expenditures, 
and recreation and cultural services, and towards allocating a lesser 
amount to ‘hard' services like transportation. It can also be noted that 


those expenditures which are increasing most rapidly have a large labour 


For a thorough discussion of expenditures by function and sub-function 


within the various municipalities, see The Financial Data Base, ch. 3, 
May 1978, Waterloo Region Review Commission. 


Figure 1 


Current Expenditures as a Percentage of Total Expenditure 


in the Waterloo System 
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component, and with the rising costs of labour, allocations to these 


functions will likely continue to increase in the future. 


Per Household Current Expenditures 1969-1976 


The preceding section reviewed the expenditures in terms of 
the percentage of the weralt budget which each absorbed in eight different 
years and hence illustrated the changes in the relative importance of each 
of these functions. However, it did not indicate whether and to what 
extent the expenditures increased or decreased on a per household basis. 
Employing households as the common denominator yields a major benefit 
which may be self-explanatory but perhaps should be cited once again. 
Total expenditures can increase because the number of households has 
increased and hence the total service must be expanded. To discount this 


factor, it is necessary to calculate expenditures on a per household basis. 


Figure 2 illustrates such expenditures for each of the twelve 
different functions over the period 1969 to 1976. The greatest absolute 
increase occurred in educational expenditures, with the greatest portion 
of this increase arising in the post 1973 period. In fact in 1976, the 
per household educational expenditure accounted for almost half (49 percent 
or $1,006.25 per household) of the entire current expenditures of the 
Region. The next highest categories included protection to persons and 
property ($220.72 per household) and transportation services ($209.38 per 
household) with almost all of the remainder hovering in the $50 to $135 


per household range. The largest percentage increase in this period 


Figure 2 
Expenditure per Household by Function 1969-1976 
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occurred in the area of social and family services, once again indicating 
that increased expenditures on the so-called ‘soft' services have been 


expanding faster than other services. 


Of interest in this analysis is the fact that the implementation 
of regional government beginning in 1973 did not lead to substantial 
increases in costs for the entire Region as suggested by a number of 
taxpayers. Indeed, the rate of increase in the cost of providing a number 
of services was lower than it had been in previous years. However, 
substantial increases in some municipalities did occur,while the rate of 
increase in others either decreased or was not out of line with the overall 


increase which would have arisen in the absence of regional government. 


More specifically, a number of rural municipalities either did 
not have or did not pay for certain services which they automatically 
acquired after regional government. This resulted in the larger increases 
in expenditure and the necessity to finance these services out of property 
tax dollars. These included police, recreation and to some extent social 


services. 


-~ the 


II. REVENUE 


To meet the annual current expenditures undertaken by the 
various municipalities, boards and commissions, local governments must 
raise an equivalent amount of revenue in the form of taxes, grants, user 
charges, payments-in-lieu of taxes or a number of smaller and less 
significant special charges and other revenue. Perhaps a brief description 


of each of these is in order. 


A. DESCRIPTION OF REVENUE SOURCES 


Ly REAL PROPERTY TAX 


The major source of revenue generated from the local tax base 
comes from a tax on real property. Real property is defined as land plus 


all buildings permanently affixed to land. 


s 


In Southern Ontario the tax on real property is exclusively a 
municipal responsibility. Property taxes are designed so that a munici- 
pality may maintain a differential between residential and commercial mill 
rates amounting to a 15 percent lower rate for residential municipal taxes 


and a 10 percent lower rate for residential school taxes. 


In the case of residential and farm property, the mill rate 
(tax rate on property) is applied to the assessed value in order to establish 


the actual taxes payable. In the case of commercial establishments, the 


~ if em 


mill rate is applied to the business assessment which is a specific 
percentage of the real property assessment. "At the present time the 
percentages vary by type of business from 25 percent for car parks to 


140 percent for distillers.” 


he PAYMENTS-—IN-LIEU-OF-TAXES 


The Municipal Tax Assistance Act provides for payments-in-lieu 
of municipal taxes on specific properties of federal and provincial govern- 
ments which are otherwise exempt from taxes. Unfortunately these payments 
may not provide for the full amount of taxes otherwise due. Examples of 
grants-in-lieu of taxes include i) annual payments of $50 for each full- 
time student enrolled in either a community college of applied arts and 
technology or a university; . ii) a payment of $50 per bed for public 
hospitals, mental retardation centres and provincial training centres; 

iii) payments by Ontario Hydro and Ontario Housing; and iv) payments by 


municipal public utilities. 


GRANTS 


The Ontario Committee on Taxation and the Provincial Municipal- 
Grants Reform Committee for Ontario concur on their overall impression of 
the Province's grants system. It is chaotic. As the first group pointed 
out in 1967 and the latter group concluded a decade later, "it is not even 


possible to enumerate readily the grant programs currently in force." 


3 Pose 
Provincial and Municipal Finances, 1977, Canadian Tax Foundation, 
Toronto, p. 108. 


* Report of the srowanctals -Municipal Grants Reform Committee, Vol. I, 


Toronto, 1976, p. 


af Spy 


The Grants Reform Committee estimates that the system includes a complex 
set of about ninety grant programs. These grants are comprised of a few 
unconditional grants and a maze of conditional grant programs, offered by 
twelve different ministries of the ee government. Following is a 
brief description of the general types of grants available along with 


examples, where possible, of each type found in the Ontario system. 


oe GENERAL GRANTS 
3.a.i. Unconditional Grants 


An unconditional grant is a lump sum payment which is transferred 
from the provincial government to the municipal government with no strings 
attached in terms of how the money is spent. As such, it effectively 
increases the general revenues of the recipient government, allowing higher 
expenditures on public services or facilities without increasing the 
property tax burden on the residents of ae local community. Obvious 
examples of unconditional grants in regions include i) the general per 
capita grant which is paid to the upper-tier government at a rate of $10 
multiplied by the population of the component area municipalities; 

ii) an amount per capita based on the density of each area municipality. 
"The per capita density grant provides assistance to regional municipalities 
in recognition of the higher per capita cost of servicing sparsely populated 
area municipalities. It is based on a grant schedule that inversely relates 
population density to the per capita fateh iii) a grant of $15 per 
capita paid to a region with a regional police force. 
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3.a.ii. Block Grants 


Block grants have characteristics of conditional and uncondi- 
tional grants. A block grant is given to a municipality to be used as it 
wishes within a broad functional area such as health, transportation or 
education. Although these grants are restricted to some degree as to the 
area they fund, they are much more flexible than conditional grants and 


less specific. 


Block grants are usually associated with the consolidation of 
several specific conditional grants into a single more general grant to 


cover a general area of public service. 


3.a.iii. Needs or Resource Grants 


The needs or resource equalization grant is treated separately 
in this discussion. It could easily be classified as an unconditional 
grant, however, because the recipient government is not committed in the 
way it spends its grant money received. The purpose of this grant is to 
strengthen the fiscal capacity of resource deficient municipalities. In 
Ontario it is paid to lower-tier municipalities with below average assess- 
ment bases to enable them to improve service levels without incurring 


excessive property tax rates. 


32D. CONDITIONAL GRANTS 


A large part of the provincial-municipal grant system consists 


tes Lt 


of different types of conditional grants. A conditional or categorical 
grant which transfers funds from one level of government to another 
stipulates how and where the funds are to be spent. The designation of 


these funds is undertaken by the donor government. 


Within the category of conditional grants are a number of 
subdivisions including (1) specific non-matching or lump sum grants; 
(2) open-ended specific matching grants; (3) closed-ended specific 


matching grants; (4) and restricted conditional grants. 


SsDol. sepeciiic Non-Matching or Lump-Sum Grants 


This grant is a lump sum or predetermined amount offered to 
the municipal government on the condition that it must be spent on a 
specific function. Under such a grant, the municipality may or may not 
have to contribute to the funding of the service or facility from other 
revenue sources. This will depend on the size of the grant and the cost 
of the service provided. Fiscal capacity is not a factor in determining 
the granting of the transfer. This type of grant, like an unconditional 
grant, expands the spending capacity of the local government: e.g. library 


per-capita grant. 


ee Pe & Open-Ended Specific Matching Grant 


In this case the donor government (Province in this case) 
agrees to fund a percentage of the municipality's expenditures on the 


aided function with no ceiling on the absolute level of the aid payment. 
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As with unconditional grants, the receipt of such funds 
expands the spending capacity of the local government. However, as opposed 
to unconditional grants and lump sum conditional grants, the matching 
conditional grants alter the relative costs to the municipality of various 
programs. The relative cost of the programs for which funds are provided 
becomes lower than the cost for non-funded programs. An example of this 
is the grant received from the Ministry of Transportation and Communication 
where the local govermment gets a grant for the cost of local road 
construction generally amounting to about 50 percent of total road costs. 
Thus road construction becomes more attractive to a municipality than the 


provision of another service for which no matching grant is given. 


Sythe ek kas Closed-Ended Specific Matching Grant 


These grants are similar to those Piecusaedet a the preceding 
section except that they face specific restrictions at either the top or 
the bottom end. Generally, the granting agency places a dollar ceiling on 
its willingness to support municipal experiditures. For example, the 
Ministry of Community and Social Services provides operation subsidies to 
municipalities running Elderly Persons’ Centres amounting to 50 percent of 
the net operating cost to a maximum of $15,000 per centre per year. There 
feelers be grants which are based on a minimum level of expenditure. A 
matching grant may be provided once a municipality has reached a minimum 


level of expenditure on a function for which a grant may be given. 
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Jabot Vi Restricted Conditional Grant 


A final category of conditional grants includes restricted 
conditional grants which will stipulate the services or facilities that 
the funds can support. Indeed, these grants place restrictions on the 
categories of inputs eligible for funding in certain projects. For 
example the Province might fund the purchase of certain capital equipment 


on condition that it be used to provide a specified service. 


4. __ USER CHARGES 


The fourth major source of local government revenue is user 
charges. A user charge is a charge imposed on those individuals who use 
specific services. Examples include hydro rates, water rates, service 
charges and to a lesser extent, development levies or local improvement 
charges. The latter two are used in order to finance expenditures on 
capital works including sewers, watermains, roads and sidewalks. Developer 
charges apply specifically to new development while local improvement 
charges are associated with additional capital expenditures required in 


built up areas. 


Area rating is a form of user charge although it is not a price 
which varies with the quantity of service consumed. Instead, it is a 
surcharge on the mill rate. Area rates are used extensively in Cambridge 
to help support a number of services specifically in the urban area 


including sewers, roads, transit and garbage collection. 
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ey SPECIAL CHARGES AND OTHER REVENUE 


These two categories include a number of smaller items 
including licences, fees, permits, rents, concessions, fines, penalties, 
interest on taxes, income from investments, service charges and sundry 
revenue, none of whichis very significant on its own, yet in total may 


contribute reasonable sums of revenue. 


ee ae 


B. ANALYSIS OF TOTAL REVENUE, 1969-76 


In Figure 3, the yields of each of the main revenue sources 
are shown as a percentage of the total revenue for the entire system for 
the years 1969 to 1976. While the combined impact of grants and taxes 
did not change to any great extent in terms of their overall importance 
(in 1969, they accounted for 83.1 percent of all budgetary revenues while 
the corresponding figure in 1976 was 84.2 percent), the relative signifi- 
cance of these revenue sources changed considerably. For example, taxes 
accounted for more than 54 percent of all revenues in 1969 while they 
barely exceeded 42 percent of total local revenue in 1976. On the other 
hand, unconditional plus conditional grants yielded 29 percent of total 
revenue in 1969 and almost 42 percent in 1976. This increase of 12.8 
percentage points in the contribution made by conditional and unconditional 


grants was divided such that the relative importance of the former increased 


by 7.7 percentage points while the latter rose by 5.1 percentage points. 


Grants-in-lieu of taxes remained fairly stable in terms of 
their relative importance over this same time period reaching a low of 
0.7 percent of total revenues in 1969, rising to a high of 1.3 in 1973 


and 1974, and falling off to 1.1 percent of budgetary revenue in 1976. 


User fees in this instance refer to revenues collected from 
passenger fares for transit services and charges for water consumed by 


residents and businesses in the entire Region. The revenue from other user 


Figure 3 


Percentage of Revenue Obtained From Each Revenue Source 


for the Waterloo System 
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fees was not specifically reported. To the extent that it exists, it is 
included in special charges or other revenue. While user fees declined 
from 5.1 percent of total revenue in 1969 'to a low of 3.3 percent in 1975 
and then rose to 3.8 percent in 1976, total revenue from water sales alone 
exceeded total operating costs in every year studied. By comparison, the 
revenue from passenger fares only exceeded the operating costs for transit 
services in 1969. In the remaining seven years, operating expenditures 
rose at a faster rate (325 percent from 1969 to 1976) than did total 


revenue from passenger fares (103 percent from 1969 to 1976). 


Special charges and other revenue together accounted for 
approximately 10 percent of total revenues collected in the Region for 


each of the years studied. 


Although taxes in the entire Waterloo area declined in relative 
importance, they nevertheless increased by 94.5 percent (Table 1, column 4) 
over the eight year period. Of more erent rredtee- though, is the fact that 
conditional and unconditional grants rose by 218.3 percent and 824.7 percent 
respectively. Obviously, a great deal of the increase in the latter 
category of grants can be attributed to the relatively small amount which 
they contributed in 1969 (almost $1.5 million) rising to nearly $14 million 
in 1976. By comparison, conditional grants totalled some $21.5 million in 
1969 and $68.5 million in 1976. Neither payments-in-lieu of taxes, special 
charges nor user fees were very significant in terms of their overall 
contribution, yet they exhibited a fair amount of variation in terms of 
their increase. Payments-in-lieu of taxes rose by 280 percent while user 


fees and special charges exhibited the lowest rate of growth at 83 and 


TABLE 1 


Percentage Increase in i) Per Household Revenue; ii) Revenue 
Due to Additional Taxpaying Units; iii) 


and Total Revenue, 1969-1976 


(1) (2) (3) (%) 


Per Household Revenue Increase Total 
Revenue Increase Attributed to Revenue 
Additional Tax- Increase 


paying Units 


% % % 
Property Taxes — pokey 55.8 94.5 
Conditional Grants | 127.0 91.3 218.45 
Unconditional Grants 559.5 265.2 S247 
User Fees 32005 52,5 343.0) 
Payments-in-lieu- eles ey ga Pgs 109.1 280.6 
of Taxes 
Special Charges 21 5174 1903 
Other Revenue STice 1 AAS 162.5 
Total Revenue Tonk Teme 147.9 


Source: Columns 2 and 3 were calculated from date in Appendix B. 
Column 3 equals column 4 minus column 2, 
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79 percent respectively. In fact, these two categories along with property 
taxes were the only ones to exhibit a growth rate below the rate of increase 
in total revenue (147.0 percent). Finally, other revenue which consists of 


many different items increased by almost 163 percent from 1969 to 1976. 


Analysis of Per Household Revenue, 1969-76 


Once again, total revenues may have increased simply because 
there were more taxpaying units (households or individuals) from which 
revenue could be collected. To eliminate the increase due to additional 
taxpaying units, the revenue figures are presented in this section ona 
per household basis. As such, they will reflect the impact per taxpaying 


unit for eight different years. 


Table 2 and Figure 4 illustrate the per household revenue from 
all sources for the years 1969 to 1976 inclusive. Since the earlier 
analysis suggested that total revenues in the entire system increased by 
almost 148 percent (Table 1, columm 4), Table 1 also shows that the increase 
per household amounted to slightly more than 75 percent. This implies that 
the difference of almost 73 percentage points was accounted for by addi- 
tional taxpaying units which came into being over the eight year period. 

At the same time, per household property taxes increased by $239 or nearly 
39 percent. Once again the remaining part of the increase (55.8 percentage 
points of the total increase of 94.5 percent) was attributed to an increase 


in the number of household units. 


The largest absolute increase in household revenue when assessed 


by different categories amounted to $393 (an increase of 127 percent) and 


Sy 


came from a substantial increase in the level of conditional grants. Of 
the total increase in conditional grants which amounted to more than 

$46 million, over 77 percent of it was a direct result of the substantial 
increase ($36 million) in the provincial grant for education. The 
remaining $10 million income came from increased grants for a number of 
other purposes including those for transit services (over $1 million), 
Children's Aid Society (over $1 million), Grand River Conservation 


Authority (over $600,000), and the Regional Health Unit (over $530,000). 


Unconditional eeneae while substantially lower than conditional 
grants in terms of their absolute value (see Table 2), increased by a much 
larger percentage than any of the other revenue categories. Most of this 
growth occurred from 1972 to 1973 when two of the municipalities (Kitchener 


and Cambridge) began receiving substantial resource equalization grants. 


Payments-in-lieu of taxes showed a substantial percentage 
increase, but their absolute level was rather insignificant, rising from 
$8 per household in 1969 to slightly more than $22 per household in 1976. 
User fees and special charges exhibited fairly gradual and, one might argue, 
rather slow rates of increase. In fact these were the two slowest growing 
revenue sources available for the local authorities. Finally, other revenue 
increased at a level slightly higher than the rate of increase in total 


revenue for the entire system. 
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C. FINANCING OF CURRENT EXPENDITURE BY FUNCTION 


The preceding sections analyzed the changing composition of 
total and per household revenues by source and the total and per household 
expenditures by function. However, nothing was stated about the way in 
which the current expenditures on each of the individual functions were 
financed. In this section, an attempt has been made to outline and to 
comment upon the sources of funds for each of the expenditure categories 


in two specific years, namely 1970 and 1976. 


Tables 3 and 4 outline the percentage of each expenditure 
which is financed from the different revenue sources and provide us with a 
number of interesting observations. Property taxes have declined in terms 
of their relative support for each of the expenditure items from 1970 to 
1976 except for transit where noticeably large contributions from property 
tax revenues were made by Kitchener, Waterloo and Cambridge to the transit 
operation in 1976. Only a small contribution had a made in one 
municipality (Galt) in 1970. Offsetting this decrease in tax support is a 
corresponding increase in the value of unconditional grants for each of 


the various expenditures. 


Conditional grants illustrated a more erratic pattem. In 
certain instances, the importance of conditional grants fell from 1970 to 
1976 (protection to persons and property, recreation and cultural services, 
and planning and development); in others it rose (transportation services, 


health services, social and family services, education and transit). 


sa 


Of interest in the latter group is the fact that conditional grants for 
transit did not exist in 1970. They were only received in Cambridge 
beginning in 1972 and in Kitchener one year later. The remaining expendi- 
tures including general government, environmental services and the 
catch-all category entitled ‘other’ received nothing in the way of 


specific grants in either year. 


Payments-in-lieu of taxes generally increased (the exception 
being health services which exhibited a modest decrease in the importance 
of this revenue source) from all functions while special charges fell and 


in the case of planning and development even disappeared. 


User fees completely financed all operating expenditures 
associated with the provision of water (waterworks) in-1970 and about 
91 percent in 1976. A similar, but much more significant decrease in the 
relative importance of user fees was noted in the case of transit where 
96 percent of current expenditures were met in 1970 from the fare box and 


only 49 percent of corresponding costs were financed from this source in 


Ly 7a. 


The two remaining expenditure categories entitled specific 
other revenue and general other revenue both exhibited varying pattems 
over the seven year period. The importance of each of these revenue 
sources increased in some instances and decreased in other instances (see 


the last two columns of Tables 3 and 4). 
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CHAPTER THREE 


PROPERTY TAX AND ASSESSMENT 


In spite of increasing criticism and concer, the durability 
of the real property tax is supported by the fact that it has been the 
major source of tax revenue for local governments for many years. More 
recently there have been numerous attempts to reform the tax with the 

® 
objective of eliminating a number of its undesirable characteristics. 
These include the distortions and inequities created by the variation in 
assessment procedures, the less than comprehensive tax base along with 
the differential treatment of different properties, and the tratitionally 


assumed regressivity of the residential property tax. While some 


suggestions for improvement have been implemented, others, alas, have not. 


A. ASSESSMENT INEQUALITIES 


Perhaps the most publicized and serious administrative fault 
of the real property tax has been inaccurate assessment. This criticism 
is founded on the observation that, " .. . the ratio of assessed value 
to market value shows a large amount of variation both within and among 
borides! Under-evaluation in itself is not inequitable. If all 


property were assessed at the same uniform percentage of true value, the 


result would be simply a higher rate of tax on the lower values. The 


° J. Johnson, "Municipal Tax Reform - Alternatives to the Real Property Tax," 


Canadian Public Policy, 11 Supplement, 1976, p. 337. 


rae te 


oc 


actual taxes paid by any homeowner would not vary because the same amount 


of money would be generated from the same property. 


While the differences in assessment may be attributed to a 
number of factors, they can generally be grouped in two categories: 
namely, those which are intentional and those which are unintentional. 
Intentional variation has existed in order to achieve, ". . . objectives 
like increasing grants from provincial governments, .. . encouraging 
industries to locate in a municipality, and placating a large number of 
potentially vocal taxpayers - home Gancestue Unintentional variation has 
arisen because of the infrequent sale and ensuing difficulty of establish- 
ing an accurate market value for certain properties or the tendency of 


assessors to undervalue different properties at different rates. 


Regardless of the cause of variation, the ramifications can 
be significant insofar as they lead to a number of inequities and an 
inefficient allocation of resources. For example, two individuals who 
own properties of equal market value may pay different amounts of property 


tax because of different assessment bases. 


Inequitable assessment has generated an increasing amount of 
criticism in almost every municipality in Canada. This concern has been 
reflected in a number of recent changes in the assessment procedure. 

For instance, it is generally accepted in theory, although not always 


adopted in practice, that, "the basic criteria for an assessment system are 


bérpsay ls 9937. 


For a review of the provincial assessment picture, see F.A. Clayton, "Real 
Property Tax Assessment Practices in Canada,'' Canadian Public Policy, 

11 Supplement 1976, pp. 347-362. Since this article was published, the 
Ontario Government has announced (June, 1978) that it was no longer pursuing 
market value assessment across the Province. 
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comprehensiveness, uniformity and ‘openess'.'’ To satisfy these criteria: 
"1. all real property must be assessed whether taxable or not; 
2. all real property must be assessed at current market value; 


3. assessments should be made by trained experienced personnel 
working for a central agency which has direct and complete 


responsibility for all assessment within a province; 


4. the assessment function must be organized in such a way that 


assessors become very familiar with local real estate markets; 


5. property owners must be given ready access to pertinent assessment 


information and appeal podies 


The extent to which these objectives have been achieved is not 
always obvious. The Ontario Government has, until fairly recently, argued 
in favour of market value as the most equitable base for property assessment. 
However in June 1978it announced that Ontario was no longer pursuing market 
value assessment across the Province. This provincial decision creates 


problems that are outlined in the following section. 


Ontario has both centralized its assessment procedures and 
significantly raised the quality of assessment over the past two decades. 
Much of the improvement in the latter can be attributed to fairly extensive 
training programs and more rigorous educational requirements now being 


placed upon property tax assessors. 


*Thid., p. 348. 


1O;nid., p. 349. 
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Finally, the extent to which taxpayers are made aware of the 
assessment procedures, the relationship of their assessment to other 
similar properties and the appeals procedure differs noticeably between 
provinces. Quebec and Ontario appear to be much more secretive and 
defensive about their position than the provinces of New Brunswick, Prince 


il 
Edward Island and the four western provinces which are much more apache 


Assessment Problems in the Waterloo Region 


a 


Since the preceding discussion has dealt with a number of 
general problems in the entire field of assessment, some consideration 
must be given to the more specific assessment concerns facing the Waterloo 
Region. In fact, these problems can be broken down into two categories. 
One category covers the inequities which would have existed in the absence 
of amalgamating a number of the local municipalities into one larger unit. 
The other covers the inequities which have arisen because of amalgamation. 


Each of these will be discussed in turn. 


First, Table 5 illustrates the extreme variation which existed 
in the ratio of market value to assessed value of residential properties 
in 1977 in each of the areas which were amalgamated into the new City of 
Cambridge (1973). In other words, in the absence of amalgamation, 
substantial inequities in the ratio of market to assessed value existed in 
each of the individual localities. For example, in Galt, the ratio of 
market to assessed value ranged from a factor of 3.52 to 55.45, with a 


median value of 10.00. In percentage terms, this means that houses were 
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assessed somewhere eeiteea 28.41 and 1.80 percent of market value, with a 
median value of 9.97 percent. Similar patterms can be observed for each 
of the remaining merged areas of Cambridge, although the median of market 
to assessed value was much lower in Preston and Hespeler. This suggests 
that, on average, homes in Preston and Hespeler were assessed at a much 
higher percentage of market value than in Galt, North Dumfries or Waterloo 
Township. In addition, it is likely that this kind of relationship would 
exist in other areas of the Region of Waterloo. Unfortunately, a detailed 
breakdown of data was not available to verify such a fact; however, 
newspaper reports claim that at least one-third of all residential property 
in Kitchener is under-assessed, while ie ie is over-assessed, with the 


remaining third bearing an appropriate amount of assessment. 


While it is not easy to catalogue the reasons for this variation 
in the assessment base, some insight was gained from conversations with 
municipal officials on this topic. In essence, it is frequently argued 
that assessors are human beings and therefore subject to error. Part of 
the assessment procedure leaves room for discretion and as such, under- 
assessment will undoubtedly occur in certain types of dwellings while over- 
assessment will arise in others. Of further significance, though, is the 
fact that older homes tend to be assessed on a lower percentage of market 
value than newer homes. This is particularly noticeable in Cambridge where 
older properties near the centre of the city are assessed at the same 
value as newer homes of the same size on the periphery. Although the 
assessed value of the two homes are the same the actual sale values are 
very different. Thus homes which are nearer the centre of a city tend to 


be taxed at a lower rate than homes of a similar size in outlying areas. 
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A further inequity in the ratio of market to assessed value 
has arisen because home owners may literally 'gut' and restructure the 
interior of their homes without acquiring building permits and consequently 
avoiding any increases in assessed value. Such action will undoubtedly 
increase the market value thus creating substantial differences in the 


ratio of market to assessed value. 


The second category of inequity in the assessment base has 
arisen in the city of Cambridge where all or part of five different former 
municipalities were included in one municipality; this has created a 
considerable distortion in the tax base. For example, in a speech made 
by Darcy McKeough (former Ontario Treasurer) he stated that a tax on a 
typical $60,000 home in the city of Cambridge bore property taxes ranging 
from $700 to $1,640 in one former municipality while the same house bore 
taxes ranging from $900 to $1,275 in another ety APE ny oe Clearly, 
there is little consistency within a municipality and even less when 


comparing taxes on a similar house in different parts of Cambridge. 


Since oe level of property tax depends on tHe assessment base, 
it is the difference in this assessment which is at the root of the 
problem. It began a great many years ago when the various municipalities 
were responsible for assessment and developed highly inequitable assessments. 
In 1969 some parts of the Waterloo area were re-assessed, eliminating much 
of the inequity. However, in 1970, the Ontario Government froze assessment 
levels leaving some areas with an assessment based on 1969 values and others 
with assessments based on 1940 values (Galt) or earlier (North Dumfries and 


Waterloo Township). When amalgamation occurred, those areas with a 1969 


. Reported in the Cambridge Reporter, January 4, 1978. 
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base which were included with areas with a 1940 base were the subject of 
very great inequities. Data on the ratio market to assessed value was 

only available for the merged areas of Cambridge (Table 5); however, it 

is possible to illustrate some of the inequities within the Region by 
referring to Table 6. This table illustrates the extreme differentials 

in the ratio of raw pes idennial assessment to equalized residential 
assessment. In the case of Cambridge, residential units in Preston and 
Hespeler were re-assessed in 1969 and bore higher assessment values than 

the remaining areas of Cambridge which are still based on assessment values 
dating from 1940 or earlier. Similar differentials can be observed in 
other local municipalities. For example, the merged areas of Bridgeport, 
Ayr, Wellesley Village, New Hamburg and Elmira all exhibit ratios of actual 
to equalized assessment in excess of .86 illustrating the re-assessment 
which occurred in 1969 in each of these areas. In each case, identical 
homes are assessed at a higher value than in oe where re-assessment has 


not taken place. 


Obviously, the best way to overcome this problem would be to 
introduce market value assessment. This would allow all merged areas to 
employ the same assessment base and hence eliminate the extreme variations 
which currently exist in the assessment practice. Taxpayers would face a 
simpler and less confusing property tax system. They would be completely 
aware of the assessment base and able to judge in a clearer fashion whether 
or not their assessment was just. Undoubtedly, some problems would exist 
and some inequities would remain, but most of the problems would be of a 
short-run nature. Indeed, for a number of taxpayers, taxes would fall (on 


those who are currently assessed near market value); for others it would 


TABLE 6 


Ratio of Raw Residential Assessment to 
Equalized Residential Assessed in the Merged 


Areas of the Waterloo Region, ye 


Cambridge 

Galt -2041 

Hespeler . -8629 * 

Preston ~-8634 x 

North Dumfries ad We Phe 

Waterloo Township 2785 
Kitchener 

Kitchener we 515 

Bridgeport ©9357 * 

Waterloo Township ~1240 
Waterloo 

Waterloo (city) -2409 

Waterloo Township ~ 1305 
North Dumfries 

Ayr rh i as 

North Dumfries oh 519 

Township 

Beverly Township -1914 
Wellesley 

Wellesley Village 9074 x 

Wellesley Township PR Sr 
Wilmt 

New Hamburg ~8940 * 

Wilmot Township - 1380 
Woolwich 

Elmira -8665 * 

Waterloo Township ei2e2 

Woolwich Township aL he 


* Re-assessed in 1969 


Source: Calculated from data on actual and 
equalized assessment for each of the 
merged areas, 
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rise (those who are currently under-assessed); while for still others it 
would remain at approximately the current level. Unfortunately, the 
Ontario Government abandoned its attempt to introduce Garicee value assess- 
ment across the Province but agreed to adopt market value assessment if 
requestéd to do so by Tegal councils. Fortunately, most municipal councils 
in the Region have voted in favour of asking the provincial government to 
assess all property at market value which will then be used as the 


assessment base. 


Before leaving this discussion of residential assessment, a 
few comments on the relative burden of property taxes on residential units 
should be pursued. Assuming that Cambridge is the one area where assessment 
and hence local residential tax inequities are particularly serious, Table 7 
illustrates the estimated total tax burden in 1978 on a home with a market 
value of $40,000 in each of the former municipalities in Cambridge and the 
two cities of Kitchener and Waterloo. As such, this table allows one to 
compare the local tax impact on home owners in different parts of the Region. 
Column 2 of Table 7 provides the median value of the ratio of market to 
assessed value in each of the areas studied (values were obtained from 
provincial data for these areas in the Region). Column 3 is obtained by 
dividing $40,000 (the assumed market value) by the figures in column 2 in 
order to obtain assessed value. Columns 4, 5, 6, and 7 are calculated by 
multiplying the mill rates (published in local budgets) by the assessed 


value. 


From Table 7, the extreme variation in the estimated level of 


residential property taxes for each of the selected areas can be observed. 
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Waterloo (city) home owners clearly bear the lowest property taxes ($522) 
on the basis of this analysis, followed by Kitchener ($621) which is 

19 percent higher (on average). Continuing in ascending order, Hespeler 
($690) is 32 percent above Waterloo, with Galt ($697) being almost 

34 percent higher. The average level of property taxes in the urban 

areas of Preston ($728), North Dumfries ($766) and Waterloo Township ($836) 
all exceed those in Waterloo by 39 percent, 47 percent and 60 percent 


respectively. 


Of further interest in Table 8 is the extreme variation 
existing in the level of taxes for local, regional and school purposes. 
For example, taxes for local services are estimated to range from $137 
in the City of Waterloo (lowest) to a high of $365 in the urban area of 
Waterloo Township which is now part of Cambridge, a difference of 166 
percent. Variations, although not as great, exist for both regional and 
school purposes. In the case of regional taxes, the difference between 
the lowest (City of Waterloo at $91) and the highest (urban area of 
Waterloo Township at $128) is 41 percent. School taxes exhibit. a 
variation of 21 percent between the two extremes (the City of Waterloo 


at $284 with the urban area of Waterloo Township at $343). 


Table 8 presents the total level of property taxes for each 
of the selected areas, using the same analysis as in Table 7, but assuming 
homes of differing market values, i.e. a home at $40,000, $60,000 and 
$80,000. Obviously, the relative ranking of taxes is the same as in 
Table 7 but the absolute differential in taxes is much higher. To 


illustrate this, the differential between the lowest and highest property 
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tax for a home of $40,000 was $314, whereas, a home of $80,000 exhibited 


a differential of $626. 


Perhaps it should be mentioned that data on the differential 
tax burden on residential property which had an equalized assessment of 
$25,000 in the various parts of Cambridge were obtained for 1978. These 
figures are presented in Table 9. Unfortunately, they are calculated on 
a different basis and are not directly comparable to those figures in 
Tables 7 and 8. For example, a home with an equalized assessment of 
$25,000 does not have the same market valte in each of the different 
areas of Cambridge (equal are values were the basis for comparison in 


Tables 7 and 8). 


Table 9 suggests that property taxes in Galt are lower than 
those in the other urban areas of the City of Cambridge. The figures 
presented indicate that Hespeler is higher by $66, while Preston (urban) 
is higher by $49. Similar conclusions can be reached for the other areas 
except for the rural part of Waterloo Township where the property tax is 
lower than in the City of Galt. This presentation is obviously appropriate 
if one uses equalized assessment of $25,000 as the basis for comparison. 
Unfortunately, the intormation in Tables 7 and 9 may appear to yield 
different conclusions. In one instance, it is suggested that taxes in 
Hespeler (Table 7) are estimated to be lower than those in Galt; whereas, 
in the other instance (Table 9), precisely the opposite appears to be 


true. Why then, is this the case? 


Le if A 


TABLE 9 


Residential Property Tax on a Home 
Which is Equivalent to an Equalized 
Assessment of $25,000 in Cambridge in 1978 


Area Residential 
Property Tax 


Galt $897 
Hespeler 963 
Preston - Urban 946 
Preston =- Non-Urban 923 
North Dumfries - Urban 958 
North Dumfries - Non-Urban~- Ao I 
Waterloo Township - Urban 899 
Waterloo Township - Non-Urban 876 


Source: Information obtained from Cambridge City Hall. 
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Table 10 attempts to reconcile these different results. . In 
essence, the reason for the conflicting evidence is attributed to the 
fact that Table 9 views taxes on homes of different market values whereas 
Table 7 assumes identical market values. Perhaps some discussion of this 
would be appropriate. Colum 2 of Table 10 lists the 1978 mill rates 
applicable in each area and column 3 reproduces the taxes recorded in 
Table 9. From these two columns, the actual level of assessment can be 
obtained since one simply multiplies the mill rate by the assessment 
figure to obtain the level of property taxes. Knowing two of the three 
factors (mill rate and taxes) allows one to obtain the third (assessment) 
which is recorded in column 4. Column 5 is not really necessary for our 
Pas iit but is presented since it shows the ratio of actual to equalized 


assessment in 1978. Column 6 lists the median value for the ratio of 


market to assessed residential values for each of the municipalities listed. 


Given this information, one multiplies this value (colum 6) 
by the actual assessed value (column 4) in order to obtain the actual 
market value (column 7). Obviously, the taxes based on identical equalized 
values are associated with homes of very different market values and this 
is what we observe. In fact, the market values range from a high of 
$55,864 in Preston to a low of $43,025 in the urban part of Waterloo 
Township, even though their equalized assessment values are identical 


($25,000). 


Finally, it is necessary to adjust the market values to $40,000 
and then to calculate taxes payable. This is done in column 8 where we 


calculate the taxes payable on a $40,000 home knowing the taxes which were 
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paid on homes with market values listed in column 7. These taxes then 
are identical to those in column 7 of Table 7 and refer to the median 
level of taxes on a $40,000 home assuming the median figure for the 


ratio of market to assessed value (column 6 of Table 10). 


Moving away from a criticism of residential assessment alone, 
further inequities exist between the merged areas because of the dispro- 
portionate assessment burden placed upon residential units vis-a-vis 
commercial/industrial units in some areas when compared with other areas. 
In other words, the base for property taxation bears more heavily on 


residences and, therefore, less heavily on commercial/industrial establish- 


ments in some areas when compared with adjacent or neighbouring communities. 


Table 11 illustrates this in what may appear to be a rather 
circuitous route. Colum 2 reflects the ratio of actual to equalized 
assessment (see footnote 1 of Table 11) which is used in apportioning the 
tax liability. Column 3 presents’a similar ratio for commercial and 
industrial assessment. Finally, the figures in colum 4 are obtained by 
taking column 2 as a percent of column 3. Perhaps the easiest way to 
understand this table is to assume the following hypothetical example with 


exactly the same column headings as in Table ll. 


Alternatively, one might argue exactly the opposite, namely, that a 
disproportionate amount of the assessment base may rest upon 
commercial and industrial establishments. 


ae 


Ratio of Actual Ratio of Actual to 
to Equalized Equalized Commercial/ Column 2 as 
Residential Industrial a Percent of 
Assessment Assessment Column 3 
(1) (2) (3) (4) 
Area A . 20 : ZU 100% 
Area B . 30 -60 50% 


In Area A, the ratio of actual to equalized assessment is 
identical for both residential and commercial/industrial units yielding a 
figure of 100% (final column). From this, one can conclude that 
residential units bear the same proportion of the assessment base for 


property tax purposes as does commercial and industrial assessment. 


In Area B, the respective ratios (columns 2 and 3) are 
different from each other and from the corresponding ratios in Area A. 
In this instance, one observes that both residential and commercial/ 
industrial units are assessed at higher values than similar properties 
(and buildings) in Area A, although the residential units in Area B 
account for a smaller proportion of the total assessment base than is the 


case in Area A. 


Alternatively, ome can conclude that commercial and industrial 
property accounts for a larger proportion of the total assessment base in 
Area B when compared with Area A. With this relatively simple explanation 


behind us, it may be easier to discuss and evaluate the figures in Table ll. 


Table 11 provides some interesting results. It illustrates 


the extreme variation in the proportion of assessment falling on the two 


- 50 - 


different assessment groups (residences and commercial/industrial) in the 
different merged areas of the Waterloo Region in 1977. A figure of 100 
percent in column 4 suggests that assessment of both types of property is 
being treated fairly and uniformly. In other words, the ratio of actual 
to equalized assessment is the same for residential property as it is for 
commercial/industrial property. This is not to imply that mill rates 
between these two classes of property need be equal. Indeed, they may, 
for various reasons, be quite different, leading to unequal tax burdens. 
Here, we are simply looking at assessment (base for property taxes) and 
attempting to faints where residential property is ‘relatively more 
important or less important in the total assessment base in each of the 


individual municipalities. 


A figure of more than 100 percent suggests that a larger than 
proportional share of the assessment base was borne by residential property 
or a less than proportionate share was borne by commercial/industrial 
property. A figure of less than 100 percent indicates exactly the opposite. 
In 1977, Beverly Township and North Dumfries (part of Cambridge) were the 
only two merged areas where residential assessment accounted for a larger 
than proportionate share of total assessment. In all other cases, the 
commercial/industrial mix absorbed a larger than proportionate share 


although the exact proportion varied significantly. 


Generally speaking, residential taxpayers in the former 
municipalities of Galt, Kitchener, Waterloo, Waterloo Township and Woolwich 
Township accounted for the smallest proportionate share of the total 


assessment base leaving commercial/industrial property with the largest 
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Table 11 
Ratios of Actual to Equalized Assessments, 1977 
ial? (24 (3) (4) 
Merged Ratio of Actual Rationof eActual Column (2) 
Area Residential Commercial/Indus- as a Percent 
Assessment to trial Assessment of Column (3) 
Equalized Resi- to Equalized Com- 
dential Assess- mercial/Industrial 
ment. 5 Assessment 
Cambridge 5 
Gait shad - 3096 56.04 
Hespeler mar RCS YR Boy: 83.24 
Preston 7339 1.0079 i25 Ok 
North Dumfries .1297 EL Oy 117280 
Waterloo Twp. - 1086 a2ac2 SUgad 
Kitchener 
~ Kitchener (city).2140 3601 59.42 
Bridgeport 27953 ~9185 86.559 
Waterloo Twp. ~1054 ~2154 48,93 
Waterloo 
Waterloo(city) .2048 Pee bE 61.85 
Waterloo Twp. Capi a pe bf 2084 ooe20 
North Dumfries 
THT Sa Te 27439 .89il 83.48 
MN. Dumfries Twp..i291 gal pees 37,88 
Beverly MTwp. Bae i sy det | . 15010 103.90 
se epeet 
ellesley Vill. .7690 , - 8858 Be SL 
Wellesley Twp. mn L5o9 et 
Wilmot 
New Hamburg ,fa99 noaoe 79.69 
Wilmot Township .1173 byt He (ah Woa0d 
Woalwich 
Elmira 27365 1.0809 68.14 
Waterloo Twp. . 1090 eo ad Re 50.42 
Joalwich Twp. “1162 1966 58.90 
i? The figures in this column are calculated by taking 85 percent 


of the corresponding figures in the preceding table. fhe 
rationale for this arises because only 85 percent of residential 
equalized assessment is used in calculating the tax liability 
borne by each of the merged areas. 


Source: Calculated from data on actual and equalized 
assessment for. each of the merged areas. 
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proportionate share of total assessment. Of specific concern is the 
differential which exists between the localities within any municipality; 
for example, residents in Galt are not bearing the same proportion of the 
tax base as residents in Preston, Hespeler and North Dumfries. Simply 
stated, commercial and industrial property receive a better assessment 
deal in Preston and Hespeler than it does in Galt. Exactly the opposite 


can be stated for residential taxpayers. 


Once again, market value assessment over the entire area 
would help eliminate this serious inequity even though it may create some. 
substantial shifts in the impact of assessment on residential vis-a-vis 


commercial property. 


=~ Sao 


B. THE PROPERTY TAX 


Critics of the general property tax have frequently argued 
that the tax is not entirely comprehensive and as such, it leads to a 
number of distortions. First,it discriminates against land intensive 
industries like railways and farming, and favours industries such as 
trucking, air transportation and shipping industries. To alleviate this 
distortion, some provinces assess land intensive industries on a different 


basis than other property. 


A further argument against the real property tax alleges that 
its base is too narrow. For example, it is possible that two individuals 
with the same wealth, income a expenditures have different amounts of 
real property and therefore are subject to different amounts of property 
tax. In principle, this problem could be eliminated by imposing a tax on 
all forms of wealth (real property, art, antiques, etc.) at the same rate 
as applied to real property. However, the difficulty of collecting informa- 
tion on,and evaluating the different forms of wealth would undoubtedly 
create severe, if not impossible, administrative difficulties, particularly 


for local governments. 


Third, since real property taxes apply to improvements as well 
as land, it is argued that the tax may discriminate against improvements 
and discourage the upgrading of older housing stock. A partial solution 
to this problem would lie in site value taxation which would tax land 


according to its economic potential rather than the actual use to which the 


a. ee 


property is put. However useful site value taxation may be, all provinces 
have embarked on assessment systems based on land and improvements, and 


major changes in the base system seem extremely unlikely at this time. 


Fourth, allowable exemptions have substantially reduced the 
tax eae and created a number of serious problems. For example, in Ontario 
in 1973 (the latest year for which tax exempt assessment figures were 
published by the Ontario Government), exempt property, in total, amounted 
to almost seventeen percent of local taxable assessment. The inclusion of 
thissitem in the tax base in that year could have reduced property taxes 
by roughly $100 per household while holding local tax revenues eenseant eae 
Full exemptions have generally been given to property “owned by upper-tiered 
governments, charitable, religious and educational institutions, and 
partial exemptions (have) often been given to farmers, homeowners and 
selected tide Het aston Exemptions to senior governments have been the 
result of constitutional considerations while exemptions given to charitable 
institutions, etc. have resulted from the belief that these institutions 
generate benefits to society for which society does not directly pay and 


which should be Sneduuwee ahha 


Obviously, the exemptions of certain properties discriminate 
in favour of tax exempt organizations and may lead to a mix of land use 
which may be different from that which would exist under equal treatment 
of all properties. A continuation of this tax exempt status is difficult 


to support. If a sound case can be made for preferential treatment, then 


14 
Calculated from data in 1973 Municipal Financial Information, Ministry of 


Treasury, Economics and Intergovernmmental Affairs, Toronto, 1975. 

15 " e ° s 
J. Johnson, “Municipal Tax Reform - Alternatives to the Real Property Tax," 
Canadian Public Policy, Supplement, 1976, p. 341. 
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these selected organizations should be rewarded directly in the form of 
grants rather than on the basis of their property holdings. In this way, 
the subsidies that are paid are established openly and are subject to 
review and amendment by the elected representatives according to their 


interpretation of the public interest. 


However frequent the claims for the elimination of exemptions 
have been, public pressure, the prospect of losing a number of services 
supplied by the tax exempt organizations, and a tradition which prevents 
government support of bodies such as churches have generally resulted in 
recommendations which stop short of including bet putt ee in the tax 
base. For instance, the most recent report on the reform of property 
Perarioace recommended continued exemption for cemeteries, church property 


used as a place of worship, certain charitable organizations and private 


schools. 


Finally, in virtually.all suggestions for reform, it has been 
recommended that exempt property be assessed. In most instances where 
property is owned by one level of government or another, grants-in-lieu of 
‘taxes would be paid in varying proportion but would be equivalent to the 
value of taxes which could be collected under a truly comprehensive property 
tax. Table 12 records exempt property assessment (on which payments-in-lieu 
of taxes are paid) as a percentage of actual assessment in the merged areas 
of the Waterloo Region for 1977. From this, it is quickly observed that 
exempt residential assessment as a percentage of total residential 


assessment (column 2) is almost always less than exempt commercial/industrial 


17 Report of the Commission on the Reform of Property Taxation in Ontario, 


Ontario Government, Toronto 1977, pp. 70-83. 
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assessment as a percent of total commercial/industrial assessment (colum 3). 
Total exempt property as a percent of total assessment lies somewhere 
between the two (column 4). In neither of the cases is exempt property a 
significant proportion of total assessment. Galt and Kitchener have the 


highest percentages at 2.7 and 2.2 percent respectively. 


Although the preceding four arguments have illustrated the 
distortions which exist under the current system of property taxation, a 
further criticism of a different nature revolves around the notion that 
the Le tax is an inelastic source of revenue for local governments. 
Or in other words, the tax base is not flexible. As expenditures rise, 
the property tax base does not correspondingly increase, with the result 
that the rate of taxation must increase to meet expenditures. The signifi- 
cant flaw in this argument is that there is nothing inherent in the 
property tax which implies that it must be a slow growth tax. Instead, 
this problem has arisen because the assessed value of properties has not, 
by and large, kept up with market value. Indeed, more frequent assessment 
based on market value could make the property tax a much more attractive 


source of growth revenue than in the past. 


In spite of the substantial criticism which has been directed 
at the rate of increase in the property tax, a comparison of per capita 
income and per capita property taxes in Canada reveals a substantial 
difference in their respective rates of growth from 1970 to 1975. For 


example, per capita income rose by 87 percent while per capita real property 


18 eae * ; ; . 
For an indication of the substantial increase in property tax revenue 


which could have been obtained in Metropolitan Toronto from 1969 to 
1974 by holding the mill rate at the 1969 level and assessing property 
according to market value, see H. M. Kitchen, Public Finance in Metro- 
politan Toronto, The Royal Commission on Metropolitan Toronto, 1977, 
pp. 180-189. 


Merged 
Area 


(1) 
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TABLE’ ~~ 12 


Exempt Assessment as a Percent of 
Total Assessment for 1977 


Exempt 
Residential 
Assessment 
As A Percent 

Of- Total 

Res. Assessment 


Cambridge 

Galt 3. Lg, 

Hespeler i igete 

Preston IRtZ 

Waterloo Township 9.0 

North Dumfries 0.0 
Kitchener 

Kitchener (City) Pare 

Bridgeport 4 

Waterloo Township ° 
Waterloo 

Waterloo (City) 0.9 

Waterloo Township O. 
North Dumfries . 

Ayr 0.0 

North Dumfries Township 0.0 

Beverly Township 0.0 
Wellesley 

Wellesley Village 0.1 

Wellesley Township 0.0 
Wilmot 

New Hamburg 0,0 

Wilmot Township 0.0 
Woolwich 

Elmira 0.9 

Waterloo Township 0.0 

Woolwich Township 0.0 


Source: Calculated from assessment data in each of the merged 


areas of the Waterloo Region 


Exempt 
Comm. /Ind. 
Assessment 

As A Percent 
Of Total 
Comm. /Ind. 
Assessment 


coy 


1.9% 
pie 
aki) 
05:6 


2.3 
0.3 
isg9 


Total 
Exemptions 
As A Percent 
Of Total 
Assessment 
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taxes increased by 48 eee Obviously, if municipalities were 
willing to relate property taxes in some crude but direct way to personal 
income, then property taxes could have risen considerably more than they 
actually did. In fact, recent Be Re of the rates of increase of 
selected federal, provincial and local taxes from 1970 to 1975 revealed 
that of all the major taxes in Canada, the relative importance of property 
taxes declined the fastest. When related to a specific index, provincial 
and local property taxes as a percentage of personal income and corporation 
profits before taxes fell from 4.5 percent in 1970 to 3.5 percent in 1975, 
a decrease of more than 22 percent ea In addition, data for the Waterloo 
Region in its entirety suggest that the average growth in personal income 
has far outstripped the overall increase in the residential and farm mill 


rate for the period 1969 to isa." 


Table 13 provides us with an index reflecting the increase in 
Paternal income (column 3). This increase amounted to approximately fae 
percent over the eight year period. A similar increase in the overall 
mill rate (weighted average) reflected a rise of less than 35 percent 
(column 2). Column 5 of this same table yields information on the 
additional property tax revenue which could have been raised if the mill 


rate had increased at the same rate as the average increase in personal 


vee 
Percentages calculated from data in Economic Review 1977, Department 


of Finance, Ottawa; Local Government Finance, actual for 1970 and 
preliminary for 1975, Statistics Canada. 

20 
D. B. Perry, "Changes in the Canadian Tax Structure," 
July-August 1977, pp. 441-445. 


2 
A Ibid., pp. 101-104 


Canadian Tax Journal, 


99 

~““ The mill rate increase is a weighted average for the entire area. This 
is not to suggest that the increase in the mill rate did not exceed the 
increase in personal income in certain geographic areas of the Waterloo 
Region. In fact, this did happen in a few instances, mainly in some rural 
townships and villages. For more detail on this see Table I1V-46 (p.402) 
in Financial Data Base, May, 1978, Waterloo Region Review Commission. 
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TABLE “15 


Additional Residential and Farm Property Tax 
Revenue Generated by Increasing The Mill 
Rate in Line With Increases In Personal Income 


(1) (2) (3) (4) (5) (6) 
Index Index Total Additional Additional 
Reflecting Reflecting Residential Revenue Revenue 
Increase Growth and Ylelded by as a % of 
In in Personal Farm Increasing Actual 
Mill Rate Income Property Tax M111 Rate Property 
for the Revenue ee Fier Tax Revenue 
Waterloo p g , Collected 
Redich ersona . 
Income 
Increase 
($000) ($000) 3 . 
1969 100.0 100.0 $27259607 0 0 
1970 101.5 104.6 27,841 — 850 Zeal 
1971 102.9 12 #2 29,643 2,679 9.0 
1972 99.2 118.8 29,540- 5,836 19.8 
1973 101.1 127.2. 31,867 8,227 25.8 
1974 105.6 145.8 35,526 13,524 38.1 
1975 ie fe GP 163.6 43,242 14,320 33.1 
1976 134.4 LZ Bist 49,190 15,482 3:5 


a 


Source: All data are obtalned or calculated from material 


In 


Financlal Data Base, May 1978, Waterloo Reglon Review Commission. 


Column 2 fs calculated from Table IV-46. 
Column 3 Is reproduced from Table IV-46. 
Column Is obtalned by summing data In Tables 


I1V-26 to 


IvV-45. 
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income. The additional yield is not insignificant. In 1974, it would 

have amounted to some 38 percent (column 6) of the actual revenue collected. 
In 1975 and 1976, property tax revenue from residential and farm establish- 
ments would have risen by 33 and 31 percent respectively. Clearly, then, 

if one argues that increases in residential and farm property taxes could 
be justified by relating them, in some crude way, to increases in personal 
income, then one can easily argue that property taxes could have risen 


considerably more than they actually did. 


A further way of evaluating the potential for increasing ‘% 
property taxes is to compare the rate of increase in housing prices with 
that of assessed values of residential homes. From this, it becomes 
obvious that more frequent assessment based on market value would make 
the property tax a more attractive source of growth revenue than at 
present. To gain some understanding of the potential yield from annual 
market value reassessment, it is necessary to proceed in a somewhat methodi- 
cal manner. Table 14 illustrates the rate of increase in housing prices 

23 


for the period 1970 to 1976. It is interesting to note that housing 


prices increased by slightly more than 100 percent (colum 3). 


Table 15 shows the average assessment per household in the 
Waterloo Region; as one can quickly observe, the average assessment barely 
changed over the entire period. This is not too surprising in light of 
the freeze on assessment which was in existence during the period studied. 
When comparing the rate of increase in housing prices (102 percent) with 
that of per household assessment (3.6 percent), it is interesting to note 


the substantial difference between the two. 


23 
1970 rather than 1969 was chosen as the beginning year for our analysis 


since not all of the re-assessment for the Waterloo area was completed 


until the beginning of 1970. In order to maintain consistency over the 
entire period, it was necessary to start with 1970. 


TABLE 14 


Average Housing Prices in Waterloo Area 


(1) (2) (3) 
Average Index of 
Price! Housing Prices” 
$ z 
1970 25,000 100.0 
197) 25,000 100.0 
1972 26,500 106.0 
e734 30,500 (22.0 
1974 45,000 180.0 
1375 46,000 184.0 
- 1976 50,500 202.0 


1 The houstng prices In thls table Include only C.M.H.C. 
flnanced bungalows (new and resale) In Kitchener, Waterloo 
and Cambridge (Galt.) While thls Is not all Inclusive, It 
Is not a serlous de€lclency for we are only concerned with 
Increases In housing prices and as long as all prices, re- 
gardless of how they are financed or stze of house, Increase 
by the same percentage from year to year, then our Index In 
Column 3 accurately (at least as accurate as any estimate 
wlll provide) reflects these Increases. 


2 The Index is calculated from the fiyures in Column 2. 


Source: C.M.H.C. Canadian Housing Statistics, 1969 to 1976. 


(1) 


1970 
1971 
1972 
1973 
1974 
1975 


1976 


TABLE 15 


Average Residential and Farm Assessment 


Per Household In Waterloo Area 


(2) 


Residential and 


Farm Assessment 


($000) 
419,886 


434,139 


449,099 


~476,049 


507,017 


537,683 


563,20] 


(3) 


Average 
Assessment Per 
Household 


5575 


5566 


542) 


5498 


5678 


5740 


Cy ied 


(4) 


index of 
Average Household 
Assessment 


100.0 


98.6 


101.8 


103.0 


103.6 


ne 


Source: 


Column 2 was obtalned by summing Tables 1V-26 to IV- 
45 In Financial Data Base, May 1978, Waterloo Region 
Revlew Commission. 
Column 3 was calculated by dividtng column 2 by 


total households. 


Column 4 was based on figures 


In column 3. 
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Table 16 provides an estimate of residential and farm property 
assessment based on the assumption that residential and farm assessment 
follows directly but lags behind housing price increases by one year. 

That is, the increase in assessment from 1975 to 1976 is in proportion to 
the increase in housing prices from 1974 to 1975. Column 3 illustrates 

the potential assessment base which could arise from market value annual 
re-assessment. Column 4 indicates the actual property tax revenue collected 
for each of the years. Column 5 estimates the total farm and residential 
tax yield which aout have been obtained by applying the mill rate actually 
used in each of these years to the new expanded assessment base. Column 6 
illustrates the additional revenue yield as a percent of the revenue 
actually collected. Obviously the yield would have been very significant. 
In 1975 and 1976, local governments (in total) in the Region of Waterloo 
could ‘have increased their residential and farm property tax revenue by 
more than 70 percent (over 74 percent in 1975 and over 77 percent in 1976). 
In absolute dollars, this would have amounted to more than $32 million in 


1975 and over $38 million in 1976. 


While two different quantitative approaches have been presented 
in order to assess the potential revenue yield which might have been 
obtained from greater use of the property tax, the reader may be left ina 
quandary as to which is the better approach. In our opinion, the first one 
(increasing property taxes by increasing mill rates in line with increases 
in personal income) is methodologically much weaker than the second 
(increasing property taxes by increasing assessment in line with the increase 
in the market value of-houses). For example, property taxes are associated 


with housing prices and to justify their increase on the basis of an overall 


°€ uumtToo jo yus019ed e se € uuMmToo snutu  UWNTOD 

*sare9f ayy Fo Yyoes ut pakotTdusa 

ATTenzoe sem Se ayer [TTTW TTVAseAO TenzIe OYA Sydd900e ayeMTySa STYL 
"€T eTqQeL JO f UUNTOD 

"GL6T °F HL6T 

woly Seotad SutTrsnoy ut ssearout 9y9 04 UuOTyZAOdoud UT st 9L61 

04 GL6T wWorjy yusUISSeSSe UT O9sSvaTOUT 94 foTduexad I0y *re9vA au0o 

Aq seseatout votad Sutsnoy putysq S#etT pToyesnoy aed yuswssosse 
#euy uoT4ydumsse ay} uO pTOYsesnoy aed yusussesse pTatA 04 (T STGeL 
10 ¢ uUuNT Od) seotid Sursnoy ut assearout oy. Aq pet{tdrz [nw pue CT 
eTQeL JO € uumToo wory uaye, ete uuMTOO sty utr Ssaansty yuswssassy 


°*GT PTQeL Jo Z uunypog 


OL fhe 19 O6T ‘64 240‘000‘'T Toz‘e9sS 9L6T 
S°tl T6S‘°SL Cia Of 876‘ 6C6 Cg9* Les GL6I 
8°6T 29S ‘cH 92S ‘Ge Gz‘ Log Lto* Los 4 L6T 
par nSz2*He L98 ‘Te TULST ES 640‘ OLh CLET 
Z. 6°T ToT ‘o€ OnS $62 966° LSY 660‘ 6th Zl6t 
I 
2°) T69‘62 €n9‘62% Hye yer 6ETS Heh TL61 
% (000$ ) (000$ ) (000$ ) (o00$ ) 
Spar9eTT09 fe oeet 4 oil 
enusAsy Tenz.oy -ssessy Tet use pret Coseg loseg 
jo Zus0Teg eB se -30q uo pTeTyZ xeL queussassy qusussessy 
enusaAsy TeuoTyTppy xel pezeutysg Tenzoy TetzUs4og PTO eax 


(9) 


(S) 


(17) 


(€) 


(z) 


S3TUQ TeTJUepPTsSesyY pue w4ieg 
woTy s9nusAasYy xey AQAaedorg Tet},UxayZOg YYTM 
PaZDATTOD xey Ayasadorg Tenzyoy jo uostseduog 


Ot aIAVL 


(T) 


se 


rise in personal income which may or may not be positively correlated with 
property value is somewhat questionable. Obviously, increasing property 
taxes in line with market values (the second approach above) is by far the 


superior approach. 


Although this discussion has illustrated the importance which 
the property tax could play in terms of its revenue yield, this analysis 
has only dealt with the residential portion of the property tax and not 
with this tax as applied to commercial and industrial property. Since 
accurate and acceptable data on commercial and industrial property were 
not available, it was not possible to undertake a similar analysis. 
However, it is a general impression that if property taxes on this category 
of property were increased in a similar manner, the total increase in the 
tax base would be very substantial. For instance, total commercial and 
iiieeketas property taxes as a percentage of total residential and farm 
property taxes amounted to 70 percent in 1971; 73 percent in 1972; 

71 percent in 1973; 75 percent in 1974; 72 percent in 1975; and 70 percent 


in 1976. 


Regressivity 


Probably the strongest and longest standing criticism of the 
real property tax has been directed against its alleged regressivity. It 
has traditionally been assumed that the tax absorbs a greater percentage 


of the income of low income earners than of high income earners. In fact, 
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the limited empirical evidence in Canada supports this elaine? However, 
in the past decade, critics have attacked this empirical evidence and the 
assumptions underlying the traditional view. In turn, they have provided 
an alternative approach which has been gathering support among academic 
economists and some municipal administrators if not among the public at 
large. Perhaps a brief outline of these two approaches, without the 


nuances of each, will suffice. 


In essence, the conventional view suggests that the incidence 
of property tax on buildings (with the exception of owner-occupiers) rests 
on tenants in the case of residential taxation and the consumers of goods 
or services in the case of commercial and industrial property taxation; 
whereas, the new view states that the tax burden falls on all property 
owners. Basically this difference arises because of the way in which the 
property tax is viewed. The conventional approach deals with the incidence 
in a specific municipality, while the new approach assesses the incidence 
in the entire country. In this latter case, the proponents have borrowed 
a model of corporate tax incidence and applied it to an analysis of the 
property ee 


2 
: Clayton, F. A., "Distribution of Urban Residential Property Tax Burdens 


and Expenditure Benefits in Canada,'' Unpublished Ph.D. dissertation, 
Queen's University, 1966. Gillespie, W. Irwin, The Incidence of Taxes 
and Public Expenditures in the Canadian Economy, Studies of the Royal 
Commission on Taxation, No. 2, Ottawa 1964. Gillespie, W. Irwin, "On 
the Redistribution of Income in Canada," Canadian Tax Journal, Vol. XXIV, 
No. 4, July-Aug., 1976, pp. 419-450. Goffman, Irving J., The Burden of 
Canadian Taxation; Allocation of Federal, Provincial and Local Taxes 
Among Income Classes, Canadian Tax Papers, No. 29, Toronto: Canadian 
Tax Foundation, 1962. Maslove, Allan M., The Pattern of Taxation in 
Canada, A Study Prepared for the Economic Council of Canada, Ottawa, 1972. 
=2 For a thorough discussion of both approaches, see R. Bird, "The Incidence 
of the Property Tax: Old Wine in New Bottles," in Canadian Public Policy, 
Supplement 1976, pp. 323-334. For a fuller discussion of this material, 
refer to H. Aaron, Who Pays the Property Tax?, Washington, D.C., The 


Brookings Institution, 1975. 
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Depending on the assumptions, the two views arrive at different 
conclusions on the incidence of the property tax, leaving individuals in a 
quandary as to which is the correct approach. Unfortunately, there is no 
simple and obvious answer to this question. In essence, specific elements 
of each view have their positive merits. Perhaps the best that can be said 
is that the new view clearly illustrates that the property tax is not as 
regressive as originally considered. On the other hand, it is unlikely to 
be as progressive as the advocates of the new view claim. Empirically and 
theoretically, the incidence question is in an embryonic state. Further 
research and analysis is required before any semblance of a definitive ra 


conclusive position can be taken. 


Irrespective of whether the tax is actually regressive, a 
number of provincial and municipal governments have assumed it is, or at 
least that it is not progressive enough. As a consequence, they have intro- 
duced certain measures to alleviate part of the burden. Relief has been 
granted in municipalities in Ontario by implementing a differential split 
mill rate so that lower rates are imposed on residential than on business 
properties. In other instances, specific types of property have been 
exempt from assessment or assessed at less than normal rates. For example, 
provincially owned property in municipalities in Ontario are not assessed. 
Instead, municipalities receive grants-in-lieu of taxes on all or certain 
of the provincially owned properties. As well some property tax relief is 
provided to farmers and golf courses whose land is assessed in relation to 
its value for that use rather than its market value. This is particularly 
important for those farmers located near urban areas. Municipalities may 


also institute a form of property tax relief for its senior citizens. 
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During the past few years one of the most popular forms of 
tax relief which has captured the interest of provincial and municipal 
politicians and administrators in Ontario includes the use of property 
tax credits. In Ontario, this credit is the lesser of either the property 
taxes or $180 plus 10 percent of property taxes less 2 percent of taxable 
income. Tenants are allowed a credit of 20 percent of their rental 
payments. In addition, the elderly (over 65) receive an extra credit 


of $110. 


Summary Evaluation of the Property Tax 


The ‘so-called’ regressivity of the property tax is B rreqdenely) 
discussed and often accepted position on property taxation. The tax is 
claimed to absorb a greater percentage of personal income of lower income 
individuals than of higher income individuals. As such, the burden of 
this tax is measured in terms of its impact on personal income. However, 
the emphasis on personal income as the best index by which to judge the 
fairness of a tax does not present a complete picture. An individual's 
ability to command goods and services is not only a function of one's 
income but also of one's wealth, part of which is frequently held in the 
form of real property. Since high income earmers are more likely (through 
one device or another) to escape income taxes and since a larger percentage 
of this income is frequently converted into property, a more extensive use 
of the property tax would capture some of the untaxed income. In essence, 
property taxes should not be restrained in order to protect the incomes 


of low income individuals for this is neither equitable nor efficient. 
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Low property taxes tend to benefit those individuals with large property 
holdings at the expense of others. Property taxes should be allowed to 
increase, and to offset the higher taxes for low income recipients, tax 
relief measures in the form of refundable credits as in the case of Ontario 


Or outright cash grants could be (aS 


Most of the bad press and general criticism of the property 
tax has been predicated on the belief that it is regressive. However, as 
Stated earlier, a review of the recent literature questions this and 
argues that the tax may not be regressive but rather progressive in its 
impact on taxpayers. While considerable uncertainty of the incidence of 
the property tax prevails, the introduction of tax credit schemes in 
Ontario clearly suggests that most, if not all, elements of regressivity 


have been eliminated. 


Despite the poor public image, the property tax has a number 
of political and fiscal virtues. ‘It is the one tax in general use that 
can capture part of the property values which the community has created. 
Its high visibility forces local officials to maintain high standards of 
public accountability. It is a relatively inexpensive tax to administer 
in that its collection and compliance costs are fairly low. 


26 ea ‘ 
For a critical assessment of a number of tax relief measures, and some 


support of the tax credit scheme in Ontario, see J. A. Johnson, 
"Municipal Tax Reform - Alternatives to the Real Property Tax,” 

Canadian Public Policy, Supplement, 1976, pp. 343-45. The one criticism 
of income tax credits is that they are based solely on income and not 

on wealth. Consequently, they are felt to be deficient because they 
provide relief to certain individuals who do not require it. For 
example, taxpayers with substantial property holdings and low incomes 
may receive more relief than is desired. Although the magnitude of 

this problem is unlikely to be serious, partial protection could be 
provided by placing an upper limit on the total value of property taxes 
one can claim in calculating the credit. 
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As to whether or not the property tax can generate sufficient 
revenue to financially support the various functions assigned to the 
municipality may be a matter of some contention. Obviously, the property 
tax could pesuert all municipal expenditures but this would require a 
substantial increase in mill rates, one which may not be acceptable to 
most people. Clearly, it can and in this author's opinion, should support 


a greater percentage of local expenditures than at present. 


If such an increase does not occur, then an increasing 
proportion of municipal revenue will have to be obtained from other sources, 
be it grants, user charges, payments-in-lieu of grants or additional tax 
sources not currently used such as municipal income and sales taxes. In 
determining which of these alternate sources is more or less acceptable, 
the answer may partially depend upon one's approach to financial support 
for municipalities. It is this author's belief that grants play a useful 
role particularly in the case where certain expenditures such as education 
generate benefits which accrue to a larger area than the immediate locality 
(conditional grants), or where the fiscal capacity of some areas may be 
particularly low and not capable of supporting, in any reasonable way, 
certain essential expenditures (unconditional grants). In addition, user 
charges perform an important function in properly allocating the cost for 


consumption of a number of services. 


On the other hand, when these other revenues are weighed 
against property taxes, it is our contention that property taxes could be 
more extensively used in a number of areas. Many of the expenditures on 


local services generate relatively few benefits which accrue to people 


outside the region. For these services, it seems reasonable to tax the 
people who enjoy the benefits. In this sense, the property tax is treated 
like a benefit tax; that is, individuals who receive benefits from the 
services provided are taxed for the services. The property tax is not 
inherently bad; it has many positive features and with some improvements 
(suggested earlier) could be a more important and integral part of the 


overall municipal financial picture. 


What has undoubtedly become an important feature of the property 
tax may, in the end, be the beginning of its eventual demise. This feature 
is its high visibility. Taxpayers almost always know the magnitude of 
their property taxes but can seldom recite the amount of income taxes, 
sales taxes, excise taxes, ete. which they pay annually. To them, property 
taxes have become a dreaded disease. They virtually never equate the 
benefits received from local expenditures with the taxes paid in support of 
these expenditures. Individuals treat most mumicipal services as if they 
are free goods; for example, the availability of roads, sidewalks, sewers, 
street lighting, police and fire protection are seldom considered as being 
expenditures which must be financed. They are always there, they have 
always been there, and somehow they will continue to be there regardless of 


whether each individual pays his or her property tax in support of them. 


This is not meant to be a justification for the status quo. 
It is a plea for greater understanding by the taxpayers along with a 
better presentation by municipal officials of the benefits arising from 
public expenditures. Taxpayers should be made aware of the cost to both 


the community and the individual of services such as fire protection, 
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police protection, garbage collection and disposal, streets and roads, 
public health, and education, and many of the benefits arising from these 
expenditures. In this way, individuals can better equate the benefits 


received with the services required. 


Taxpayers in California recently voted for a reduction in 
property taxes (Proposition 13). One wonders if the taxpayers voting in 
favour of this reduction clearly understood or attempted to assess the 
benefits which these taxes provided through various public expenditures. 
It is quite possible that a similar instance could arise in Canada. In 
fact, recent increases in the average mill rate in the Waterloo area have 
exceeded increases in personal income (see Table 17). This may account 
for some of the growing criticism of the property tax and its impact on 


homeowners and/or tenants. 


If taxpayers in this area or, for that matter, in Ontario voted 
for a reduction in property taxes similar to that in California, the 
consequences are highly uncertain and indeed quite muddled. Either services 
would be reduced or continue to be financed in alternative ways. Perhaps 
greater use would be made of user fees, a possibility which has a number of 
positive features. Perhaps the provincial government would increase its 
grant support. It must be remembered, however, that this would undoubtedly 
lead to higher provincial income or sales taxes, a fact which may not be 
quickly and easily swallowed. Or perhaps, it would lead to a reduction in 
or elimination of a number of important services. Such a result could have. 


serious consequences for the public at large and the poor in particular. 
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TABLE 17 
A Comparison of Increases in 


Personal Income with the Average 
Mill Rate in the Waterloo Area 


Increase in Increase in 
Average Mill Average Personal 
Rate {Income 
1969-70 pe 4.6 
1970-71 Ll. (Oe: 
1971-72 -3.6 529 
1972-73 1.2 | a 
1973-74 45 . 14.6 
1974-75 1G be ae 
1975-76 9.4 8.0 
1969-76 34.4 7027 


Source: Calculated from columns 2 and 3 in Table 13. 
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In summary, the property tax could generate greater revenue, 
is relatively easy to administer, is highly visible, is not necessarily 
regressive and can be made progressive, and leaves the municipality with 
a greater amount of autonomy and independence than would exist under 


most alternatives. 


CHAPTER FOUR 


GRANTS TO LOCAL GOVERNMENT AND OTHER REVENUE SOURCES 


A. THE PRINCIPLES OF GRANTS 


Given the wide range of ae and subsidies provided by the 
Ontario Government in order to support the provision of local services 
by regions, counties, municipalities, school boards, and other local 
boards and commissions, it is pertinent to ask: (1) whether or not the 
extensive intervention of the provincial government into the quantity 
and aa es of services produced at the local level is justified, and 
to what extent the grant system addresses legitimate needs; and 


(2) what type of grants best fills the needs? 


The first question is easily dealt with by referring to the 
basic economic theory pertaining to intergovernmental transfers. The 
second question is approached by seeing how the different types of grants 


stand up against a set of economic and political criteria. 


There are basically two economic arguments that support an 
intergovernmental grants system, one covering unconditional grants and 
the other relating to conditional ones. The latter argument will be 


presented first. 
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| CONDITIONAL GRANTS 


Conditional grants are theoretically justified on the basis of 
providing subsidies which are designed to cover the costs associated with 
the external benefits inherent in many public services. Extermal benefits 
arise when services supplied in one community generate benefits, part of 
which accrue to residents of neighbouring communities. In this instance, 
subsidies are necessary to ensure that municipalities do not neglect 
projects where spillover effects exist. Otherwise, a municipality may 
choose to finance only those projects which generate benefits solely for 
the residents of that community. This would leave all residents (in that 
community and adjacent communities) with a level of service lower than is 
deemed to be desirable from the provincial point of view. The value of 
the subsidy would be equivalent to the costs of the benefit accruing to 


residents in neighbouring communities. 


Conditional grants allow provincial govermments to channel 
their assistance into those services that have the largest 'spill-over’ 
effects. They are designed to induce local governments to increase their 
provision of a particular service, or to ensure a certain level of quality. 
Thus, in theory, conditional grants are justified as having a legitimate 
economic purpose; in reality it appears that they are seldom used for this 
purpose. The inherent qualities in utilizing specific (conditional) grants 


so as to intemalize ' 


spill-over' effects also allow provincial governments 
to use these same grants in order to change local priorities for the purpose 


of promoting projects in which the Province feels it has a stake or which 


are of considerable importance to it (Province) specifically. Wintario 
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grants are an obvious example of this. They are conditional grants on an 
"ad hoc' basis and not designed to capture any external benefit which may 
exist. Yet they are of obvious importance to the provincial government 


because of their political visibility. 


Zs UNCONDITIONAL GRANTS (INCLUDING NEEDS OR RESOURCE GRANTS) AND 
BLOCK GRANTS 


Most unconditional grants are need related, and as such 
basically fall in line with the theoretically justifiable function for 
this type of grant. The theoretical purpose for general grants is entirely 
different than that found for conditional grants. It is redistributive 


in nature. 


Unconditional grants, by increasing the recipient governments’ 
overall budgetary position, overcome problems of insufficient fiscal 
capacity at the local level to pay for local public services. They link 
local governments to the more elastic revenue sources of the province. 
More importantly, unconditional grants are able to deal with the equity 
and efficiency consequences of differences among municipal jurisdictions 
in income and wealth. ‘Poorer’ municipalities, or the ones that have low 
fiscal capacity can have their revenue sources expanded sufficiently to 
enable them to provide services on the same scope and quality as other 
localities in the province without overburdening their citizens with 
excessive property taxes. All of Ontario's unconditional grants are need 
related, being based on some form of equity formula such as population 
size or the capacity to raise local property taxes as measured by equalized 

27 


assessment per capita. 


27 P, Silcox, Commissioner, Essex County Local Government Restructuring Study, 
June, 1976, p. 134. 
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It is assumed that it is the Province’s responsibility to try 
to achieve both goals of internalizing 'spill-over’ effects, and redistribu- 
ting income to ensure equity in public services throughout the province at 
comparable cost (equalization of fiscal capacity). Both of these objectives 
cannot be achieved with one policy instrument. The Province must employ 
both types of grant tools. Thus the intervention by the senior level of 
government into the quantity and quality of services produced at the local 


level is justified on a theoretical basis. 


Sie THE RELATIVE DESIRABILITY OF DIFFERENT TYPES OF GRANTS 


There are a multitude of criteria by which to analyze the 
desirability of a particular grant given by a provincial government to a 
local government. Some come from economic theory, others from political 
theory. Some are mentioned in the introduction of this study as being 
part of the "Principles of Sound Local Government". These criteria are 
not always consistent with each other, and in some cases will give a 
polarity in the ranking of the different types of grants as to their 


relative merits. 


There are basically four criteria employed to assess the 
relative merits of each type of grant, one being economic and the others 


being political: 


1. lowest per unit cost of providing the public service (economic 


criterion); 


2. maintaining of local authority (political criterion): 


3. simplicity in understanding the grant program and clarity in 


jurisdictional responsibility (political criterion) ; 


4. accountability to tax payers (political criterion). 


3.8; Economic Evaluation 


The single economic criterion of minimum cost cannot stand 
alone in any comparative analysis of costs. Nevertheless, it is important 
to discuss it separately since it provides some interesting insights. The 
use of a single criterion is based on the assumption that the Preceritth 
economic criterion for employing a conditional as opposed to an uncondi- 
tional grant is whether the grant is initiated for equity and general 
revenue purposes or whether it is aimed at stimulating the provision of a 
particular service. According to the analysis of the previous section, it 
is senseless to try to compare conditional and unconditional in terms of 
minimum cost or the allocative effect each has since each is designed to 
cope with very different problems. As a result, it is logical to compare 


grants within the two major categories, not across the categories of 


conditional and unconditional. 


Since all of Ontario's unconditional grants are need related 
and none is a block grant there is little point in comparing them to see 
which gives the lowest cost. On the other hand, there are a variety of 
conditional grants in the Province's grant system making comparison 


useful. 
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In examining the question of the lowest cost conditional grant 
a few factors must be remembered. A conditional grant is aimed at 
increasing the provision of a particular public service over and above the 
amount which the local government would spend on it or be able to spend on 
it with its own financial resources. The success of this objective can be 
readily measured by how much stimulus the grant gives to increasing 
expenditures on that particular public service. Thus the minimum cost 
criterion which is applicable to conditional grants revolves around which 


type of grant provides the greatest stimulative effect towards the project 
. a 


in mind. In other words, for the same amount of grant money, whic 


conditional grant will produce more of the public service? 


Non-matching grants (lump sum) exert only an income effect on 
local governments. That is to say, the provision of a lump sum of money 
to the local government with the guarantee that it must be spent on a 
particular public good or service will increase the overall budgetary 
position of the government; but it will not have any effect on the relative 
prices of the service in question as compared to other goods and services 
(assuming the service already existed or that the municipality would have 
initiated it on its own at some level). An example of this type of grant 
is the Housing Policy Study Grant given to municipalities and regions, 
the size of which is related to the population of the recipient area. 

The effect of grants of this nature can be illustrated without much 


difficulty. 


. 


Assume that the service to be supported by the grant was 


already considered worthy of support by the local government and that 
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local funds had been reserved for its provision but not to the extent 
desired by the provincial government. The subsequent transferral of a 
lump sum grant.to be spent on that service without any provision as to the 
level of local participation might displace some or all of the locally 
allocated funds. The freed-up local funds could be applied against local 
expenditures in other areas without necessarily stimulating increased 
provision of the service for which the grant was given. Consequently, the 
lump sum grant could increase the community's overall fiscal position but 
not provide the desired stimulative effect. In essence, it is and could 


formally be, an unconditional grant. 


On the other hand, the matching grant possesses this same 
income effect for the overall local government's budgetary position, but 
it also creates a substitution effect. That is, this matching grant, by 
insisting that local funds be spent or maintained to some extent on a 
particular service, reduces the relative price of that public service as 
compared to other public and private goods and services. The local govern- 
ment, then faced with a lower cost per unit that it must pay under a 
matching grant scheme when compared with no grants at all, will substitute 
(or increase) the expenditure on this good for relatively higher priced 
goods and services (expenditure priorities having been changed as a result 
of the relative price change). The amount of increase in the provision of 
the service in question will depend a great deal on the extent to which 
the demand for the service by the local government is sensitive to price 


changes. 


In comparing the effects of the matching and non-matching grants, 
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it is important to note that a non-matching grant will not alter the 
relative price of the services and hence may not change the mix of services 
supplied by local governments. abe contrast, a matching grant changes the 
relative price in that it lowers the price of the service for which the 
grant is given and as such, it may change the mix of local public services 
which are supplied. In addition, the same amount of a specific public 
service can be secured at a lower cost (since the price per unit is lower) 
to the local government under a matching grant than under a non-matching 


. 


grant. 


The type of matching grant used for illustration in the previous 
section was open-ended. The relative efficiency of a closed-ended matching 
grant as compared to an open-ended one varies little and should be employed 
for particular types of interjurisdictional spill-overs. A matching grant 
that ends after reaching a certain level of expenditure is theoretically 
applicable to situations where spill-overs cease to exist after a specified 
quantity of the public goods or service has been supplied. Examples of 
this kind of grant include road grants which are terminated after a certain 
level of expenditure has been reached; however, it is doubtful that the 
point of termination corresponds to the end of spill-over effects arising 


from road usage. 


Alternatively, provision of a matching grant after a certain 
level of expenditure has been achieved by the local government is theoret- 
ically justified in the case where the spill-over does not occur until 


. 


after a certain level of output has been reached. 
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The final conditional grant to be looked at, a matching grant 
with restrictions on factor inputs eligible for funding, is less desirable 
from an economic efficiency point of view than the other types. The total 
cost of producing a given level of a public good at the local level is 
greater than would be the case with a matching grant without any such 
restrictions. By inducing the use of restricted inputs this type of grant 
biases the community's choice of production techniques by changing the 
relative prices of inputs. This distortion leads to increased costs of 
production as compared to equal funding for the project under a general 


matching conditional grant. 


In conclusion, under the economic criteria (of minimum cost 
per unit to the local municipality) the most effective conditional grant 
is an unrestricted matching grant, either open or closed-ended depending 
on the circumstances. It can be the most effective proxy for the cost of 
interjurisdictional spill-overs and the greatest stimulus. However, it 
must be remembered that the unconditional grant is the most appropriate 
tool to cope with in inter-municipality equity problems and low fiscal 


capacity. 


3D Political Evaluation 


A ranking of grants based solely on an economic analysis does 
not take into consideration some important political factors in Canadian 
government. It does not look at the motivation behind the choice of 
grants, other than those based on economic analysis, thus giving an 


incomplete assessment of the grant picture. The choice of the type of 
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grant used by the provincial government is influenced a great deal by its 
political objectives. In particular the provinctal government's extensive 
use of conditional grants is a result of varying political motives such 
as a desire to keep as much control over the funds which it disperses as 
possible perhaps because of a lack of faith in local government ability. 
Or it may be the result of the prevalent belief that separation of the 
expenditure and financing functions leads to excessive and wasteful 
expenditure because the recipient looks upon the funds as being 'free 
money’. Or it may be motivated by a desire: to use local governments as 
agents to produce amounts and kinds of public goods and services which 
are deemed to be in the provincial government's interest. These goods 
and services may only be produced by changing the local government's 
priorities through the leverage of a matching conditional grant, and the 
donor government may feel a responsibility in encouraging the provision 
of these Aachen (If this is the case-it must be argued that the 
provincial government should provide the service, but in order to reduce 
the likelihood of duplication and to take advantage of local expertise in 
various areas it may be more appropriate to designate production to local 
governments.) Conditional grants may be motivated by a desire to spread 
innovations in the provision of public goods or to control the quality of 
technology used by various local governments. Finally, they may be used 
to change jurisdictional boundaries in order to achieve economies of 


scales in the provision of certain services. 


. 


The desirability of these political motives and in tum the 
conditional grants based on them, really depends on whether they are 


viewed from the provincial govermment'’s or the local govermment"s position. 
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Local governments may prefer to receive unconditional grants in order to 
maintain the greatest flexibility in their expenditure patterns. On the 
other hand, as shown by the possible motives listed above, donor govern- 
ments typically strive for control of their money through the expenditure 
programs which they support. This analysis attempts to employ the criteria 
mentioned at the beginning of the grants section in order to cope with the 
polarity of purposes found behind the division in outlook by donors and 


recipients. 


It is the underlying assumption of the following political 
analysis of the various types of grants and the criteria it is based on 
that the lowest level of government capable of providing a service will be 
able to recognize and respond to the needs and preferences of local 
taxpayers better than more senior levels of government. The criteria 
employed in the analysis reflect the factors inherent in a grant system ~ 
that hinder a municipality from displaying the characteristics mentioned 
above. It is suggested that there are three factors affected by grants 
that have a determinant effect on local governments’ ability to meet local 
preferences and needs. These are (1) the degree of local authority, 

(2) clarity and simplicity in defining jurisdictional boundaries and 
methods of funding services, and (3) the degree of accountability to 
taxpayers. The higher the level of authority, clarity and accountability, 


the greater the chance of providing "sound local government". 


The type of grant employed will have a direct effect on the 
level of local autonomy. Unconditional grants with their inherent 


flexibility impinge less on local autonomy than conditional grants. They 
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have very little distortive effects on local priorities. They allow 
local decision-makers to decide on how to spend the grant, allowing them 


to provide the services they perceive as being of high priority. 


On the other hand, conditional grants can have an undermining 
effect on the ability of a local government to respond to local priorities. 
Matching grants whether they are open or closed-ended exert more financial 
leverage on local councils than lump sum grants. The degree of distortion 
and infringement on local autonomy depends on how.specific a grant is, and 
the relative priority the project was given by the local government before 
the grant was given. It can be concluded that the fewer strings attached 


to grants, the less local autonomy is undermined. 


It should be clearly stated which government has jurisdiction 
over the provision of services for which each grant is provided. The 
grant formula should be simple to comprehend so that it is readily under- 
stood by legislators and taxpayers. Again, unconditional grants score 
well on both points. Such grants clearly give the expenditure responsi- 
bility to local governments and their formulae are generally simpler to 
understand. On the other hand, conditional transfers by their very nature 
cloud over the jurisdictional boundaries. By stating where and how the 
funds are to be spent, donor governments are staking a claim to responsi- 
bility in the area where the grant is aimed. Meanwhile, local govermments 
by virtue of the fact that they must at least provide the service, if not 
put up some funds of its own (under matching grants), must also také some 
of the responsibility. With such a situation it is hard to say where 


jurisdictional boundaries lie. 
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Conditional grants can also become very complex. They can 
leave smaller municipalities at a disadvantage when trying to utilize them 
because they cannot afford the expertise required to cope with the auditing 
procedures and administration connected with these grant programs, let 
alone understand them. This situation is compounded if the grant system 
includes many conditional grants from different sources, using varying 
formulae and criteria to operate each program, as is found in Ontario. 

The aggregate result is a maze of programs and bureaucracies that wastes 
time and money when trying to muddle through. The cloudiness as to where 
the jurisdictional responsibilities lie between governments in areas 

funded by conditional grants and the complexity which these grants typically 


display are major drawbacks for the use of such grant programs. 


It is extremely important that governments can be held account- 
able for their actions. Under an intergovernmental transfer program as 
seen in the previous section, it becomes difficult to see who has 
jurisdictional responsibility in various program areas. As a result, 
“taxpayers cannot be sure to whom their dollars go; they are not sure to 
whom to turn when they want information or assistance; they are not sure 


who they should hold eccomrenter. 7 


Unconditional grants leave the local government accountable for 
its actions with the funds transferred from the provincial goverment. On 
the other hand, conditional grants leave the taxpayer in an inferior 
position in terms of expressing his own preferences. With conditional 
grants it is important to stipulate who is responsible for the service and, 


in turn, who becomes accountable for actions in implementing that service. 


25 Grants Reform Committee, p. 40. 
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Clearly from the political analysis employed, unconditional 
grants are superior to conditional ones in preserving "sound local 
government". There is really little that can be said about the relative 
political desirability of the different types of conditional grants. It 
would require a detailed examination of each conditional program in order 
to make any general conclusions as to their comparative effects on autonomy, 


clarity and accountability. 


In the final analysis it is hard to say what weight should 
be put on each criterion, whether economic or political. It would seem 
that there is no getting around the fact that unconditional and conditional 


grants are designed to cope with very distinct and often opposing purposes. 
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B. © GRANTS TO WATERLOO LOCAL GOVERNMENTS 
IN 1976: AN ANALYSIS 


The local municipalities and the regional government in the 
Waterloo Region received $41,961,666 in grants in 1976 from nine ministries 
of the provincial government. This total consisted of conditional 
transfers of $27,664,051 and unconditional transfers of $14,297,615. - 
These transfers were granted under forty programs, thirty-one of which 
were conditional with the remaining nine being unconditional. Thirty-nine 
percent ($16,384,936) of the total grants were received by the regional 
government with 6 percent ($1,025,483) of this total consisting of 
unconditional transfers. The remainder of the grants from the provincial 
government was split between-the lower tier municipalities with the bulk 
of this support going to the cities of Kitchener, Cambridge and Waterloo 
receiving 30.7 percent, 16.2 percent and 6.7 percent respectively (Table 18). 
For the area as a whole over 65 percent of the grants were in the form of 
conditional grants. This ate was heavily TAREE by the conditional 
grants received by the Region amounting to roughly 94 percent of its total. 
By contrast, six of the seven lower tier governments received 31 to 37 
percent of their grants in unconditional form. Only Kitchener, at 61 percent, 


received the majority of its grants in the form of conditional grants. 


Under any evaluation criteria applied to grants, one of the 
specific concerns centres around the impact which conditional grants have 


upon total expenditures in the recipient area. In 1976, conditional grants 


a9 For a detailed breakdown of grants, see Appendix C. 
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accounted for approximately 65 percent of total expenditures on selected 
programs (i.e. those for which grants were given). To the extent that 
conditional grants are matching,and depending on the grant, the matching 
formula may range from 33 percent to 100 percent of total program 
expenditure. The receipt of these transfers implied that certain expendi- 
tures had to be undertaken and financed from local revenue. As such, the 
receipt of those grants meant that certain expenditures were uncontrollable 
from the local government's perspective. They were uncontrollable in that 
many of the programs were required; once the grant money was recettcdt the 


remainder had to be financed from local funds. 


While the actual impact on local budgets was difficult to 
determine, it was estimated that conditional grant programs accounted for 
more than 20 percent of total local and regional government expenditure 
in 1976. In other words, he conditional grant program locked the 
municipalities (in total) into specific expenditures which accounted for 


one-fifth of total local expenditures. 


i CONDITIONAL GRANTS RECEIVED BY MUNICIPALITIES, BOARDS AND 
COMMISSIONS IN THE WATERLOO REGION IN 1976 


The criteria discussed in the earlier general (theoretical) 
analysis of grants are employed here in order to evaluate the effectiveness 
and desirability of the many conditional grants provided in the Waterloo 
Region by the Ontario Government. Most of the conditional grants provided 
by the provincial government to the Region and its area mmicipalities 


have the objective of ensuring that specific local services are provided 
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in a reasonable quantity and quality without overburdening any municipality 
because of an inadequate fiscal capacity or because of unavoidable local 
circumstances. As well, a few grants have been utilized in legitimate 
spill-over situations, with others displaying characteristics designed to 
improve the level of equity in the provision of some services across the 


province. 


Unfortunately data on grants were not available by expenditure 
function to conform with the earlier expenditure analysis which was 
conducted on a functional basis. Consequently, the following discussion 


treats the grants according to the granting ministry. 


i fay Ministry of Transportation and Communications 


The ‘Road Construction and Maintenance Grant’ was given to 
both the lower and upper tiers of government in the Waterloo Region in 
1976. It was designed to pay part of the costs of construction and 
maintenance of the roads for which each municipality was responsible. For 
the area as a whole, it accounted for approximately 35 percent of total 
conditional grants received. When the area and regional governments were 
observed separately, it was only at the regional level where it was not 
the largest conditional grant. In this instance, it fell behind the grant 


for General Welfare Assistance. 


The granting formula for the ‘Road Construction and Maintenance 
Grant' falls under the category of a closed upper-end matching grant. The 


formula allows the Ministry to subsidize all lower tier municipalities at 
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a rate of 50 percent. The Region receives an effective rate of 54 percent 
on certain road and bridge maintenance and construction costs up to an 
annually determined limit per municipality. It is important to note that 
the matching provision applies to certain types of road maintenance and 


construction with the result that most lower tier municipalities spend 


more than their matching provision. 


This grant might be considered as an example of a grant 
attempting to cope with spill-overs. Given the argument in favour of 
using matching grants, it must be asked whether or not the terms of the 
grant actually reflect the extent of the spill-over. In other words, do 
the matching rates of 50 and 54 percent for lower and upper tiers 
respectively reflect the proper division of benefits to resident and non- 
resident users? Do the road expenditures eligible for subsidy also 
represent the type of facilities used by see eel ei of the 


municipality? 


It is difficult to answer either of these questions without a 
detailed user study illustrating the facts. However, there was some 
indication that the design of this grant made no conscious effort to deal 
with the inherent spuliGetencertecrs associated with the provision of 
road services. For example, the grant took into account variations in 
fiscal needs, the relative conditions of local roads, and input costs 
rather than spill-over effects. The limit placed on this grant reflected 
the fact that the Ministry had limited funds for the program and had to 
divide the money between all municipalities in the province. The ceiling 
was also determined by both the relative needs of the municipality 
pertaining directly to its road needs and the fiscal capacity of the local 


area. 
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To repeat, the road grants are not given on the basis of 
spill-over effects. Instead, their objective is to provide a certain 
quantity and quality of roads and bridges throughout the province by 
ensuring that this was achieved without overburdening any municipality 
because of low fiscal capacity or unavoidable local circumstances (such 


as a longer winter or rough terrain). 


While the existing objective of road grants was fairly clearly 
outlined above, one might argue that roads generated spill-overs and as 
such, conditional matching grants should have been given to cope with these 
spill-overs, assuming that their magnitude could be measured. Indeed, if 
the spill-over was large, then the division of responsibility for the 
provision of roads should have been established so that a senior level of 
government, be it regional or provincial, assume responsibility for 


supplying the service. 


A second grant from the Ministry of Transportation and Communi- 
cations is the 'Public Transit Grant’. Public transit is found in three 
cities in the Waterloo Region: Cambridge, Kitchener and Waterloo. Total 
operating grants amounted to $1,567,000 in 1976 with capital subsidies 
totalling $3,285,000 (Waterloo did not receive capital subsidies in 1976). 
Kitchener received 78 percent of these operating subsidies and 91 percent 
of the capital grants. The remainder went to one or both of Cambridge 


and Waterloo. 


The capital subsidies were awarded for specific capital 


expenses such as the purchase of buses and related facilities at a rate 
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of 75 percent of costs. Operating subsidies were established at 50 percent 
of operating deficits, subject to a ceiling which limited the subsidy to 

the amount paid in 1975 plus five percent. In 1977, the grant was changed 
from a formula based on actual deficits to one based on a percentage of 
Operating costs covered through user fares in an attempt to encourage 
greater efficiency. Under the new formula, Cambridge increased its 

operating subsidy by 69 percent over the amount received in 1976; Kitchener's 


subsidy declined by 17 percent and Waterloo's grant rose by 10 percent. 


‘ Both the operating and capital transit grants appear to be 
given on the basis of encouraging a reasonable quantity and quality of a 
service which the municipality, it is argued, could not adequately provide 
from its own resources. The operating subsidy reflects the realization, 
at least on the part of policy makers, that user fares should not cover 
the cost of providing the facility, and that in order to provide a 


reasonable level of service, subsidization is needed. 


The new provisions for operating grants attempt to ensure that 
the transit system is operated efficiently and that users pay a reasonable 
charge for the service (that is, that they are not under-charged). The 
capital grant, on the other hand, is designed to induce the purchase of 
new equipment and encourage the use of safe equipment. Overall, the 
capital and operating grant for public Brausit services seems to be used 
effectively in providing a service at a level which might be difficult 


for the local municipality to finance from its own funds. 
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ey Be Ministry of the Environment 


This grant entitled the ‘Oversized Facilities in Restructured 
Area Grant' is offered in support of capital expenditure aimed at 
assisting in the cost of constructing sewage and waterworks in restruc-— 
tured municipalities. The Regional Municipality of Waterloo was eligible 
for transfers equal to fifteen percent of gross capital construction costs 
on minimum sized facilities with the subsequent value of the grant 


amounting to $4,530 in 1976 and $156,118 in 1977. 


The object of this grant is to promote the construction of 
sewage and waterworks facilities which are large enough to achieve 
economies of scale in operation by stating that the facility must serve a 
minimally sized area. As well, these facilities must meet the Environment 
Ministry standards and be large enough to cover future increases in the 
usage of the facility. While there are spill-over benefits from the 
Region in preserving the environment and maintaining health standards 
through new facilities, the main thrust behind this grant is to achieve 
the lowest cost possible in providing a certain level and quality of 


service to local residents. 


This appears to be a useful grant in that it Preece create 
facilities large enough to achieve operating cost team pote It does not 
attempt to correct for spill-over effects that may be inherent in these 
services, and it would seem with good reason. Unlike road use, even a 
rough estimate of the externality (spill-over) involved would appear to 
be indeterminate. Although the aim of matching grants may be to change 


the priorities of local decision-makers, the effect of such a low rate 
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(15 percent paid by the provincial government) cannot be thought of as 
creating serious distortions in the local government decision-making 
process. The grant, while inducing economies of scale, leaves jurisdic- 
tional responsibility on construction, operation and financing to the 


Region without significantly impinging on local autonomy. 


1. Ministry of Natural Resources 


There were five different granting programs involving the 
Ministry of Natural Resources and the Grand River Conservation Authority 
(GRCA) in 1976. One of these programs, entitled the Youth Corps-Experience 
Program was different from the other four and was designed to provide 
employment through the GRCA at a cost of $83,308 to the Province (1976). 
This program attempted to utilize the resources of the Conservation 
Authority to provide useful work. The more typical grants (discussed 


below) were provided for the normal functions of the Conservation Authority. 


The first of these so-called typical grants was one designed 
to cover some of the ‘Administration’ costs of the GRCA. The amount 
received totalled $379,824 (1976) and was given on the basis of a formula 
which provided 50 percent of approved administrative expenses. The 


remaining 50 percent was provided by the municipalities. 


Fhe second grant of $846,216 was obtained for the purpose of 
covering both capital projects and the operation and maintenance costs 
involved in managing the Grand River system in the Waterloo Region. The 
formula for capital grants ranged from 50 to 100 percent of total costs 


depending on the type of expenditure undertaken. Most of the grants were 
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given on a 50 percent basis, including capital expenditures on land 
purchased for flood control, low-flow augmentation, channel improvements, 
and river bank erosion control. Operating and maintenance costs were 


subsidized at a rate of 75 percent. 


The third category included $226,106 in capital grants given 
for 'Conservation and Land Management’ in the Waterloo Region in 1976. 
Most capital expenditures for this purpose were subsidized at a 50 percent 


rate. 


The fourth and final grant to the GRCA in 1976 amounted to 
$363,627 in the form of a ‘Supplementary’ or an equalization grant. It 
was given on the basis of lower-than-average expenditures per capita. 


All cost sharing transfers at 50 percent could be enriched by 5 to 25 


percent under this program. 


In view of the earlier analysis, it can be argued that 
equalization efforts should be initiated through the unconditional grants 
network. The ‘Supplementary’ grant appears to be an unnecessary duplication 


of other unconditional grants. 


The matching grants provided by the Ministry of Natural 
Resources might be questioned because the matching provisions cannot claim 
to represent the value of spill-overs present in these instances even 
though there are certain externalities (spill-overs) present, especially 
in water and conservation management, and the provision of recreational 
facilities. Instead, the varying matching provisions reflect different 


priorities placed on the desire to promote different expenditures. 
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Capital expenditures may be justified on the grounds that certain items 
should be financially supported and encouraged. However, it may be argued 
that the administration, operation and maintenance support is out of place. 
If the Province feels that the municipalities in the watershed have 
insufficient financial resources to support the GRCA properly, then it 
should award unconditional transfers to local or regional AS sbasncrinipicr 


leaving them in a position to determine their own expenditure patterns. 


Under the present system, jurisdictional responsibility is 
somewhat unclear and accountability is rather low. Unless the degree of 
externality present is quite significant, then clear jurisdictional 
responsibility and control over expenditures should be the responsibility 


of the municipalities. 


1a Ministry of Culture and Recreation 


From April 1 to December 31, 1976, the Ministry of Culture and 
Recreation provided the region with $811,079 in grants for various 


purposes. 


The largest grant of $442,565 went to ‘Regional Library Boards'. 
The formula included a grant equal to $1.80 per capita with population 
being used as a needs measure. Unfortunately, this is not always felt to 
be the best approach. One can argue that it would be more logical to make 
unconditional transfers to the recipient municipality and let it allocate 


its funds according to its own priorities. 
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The second largest grant provided capital funds for construc-~ 


tion, renovation or acquisition of community recreation centres up to 
$75,000 with the provision of increasing this to as much as $150,000 if 


the Minister felt it was appropriate. Five of the lower tier municipali- 
ties received a total of $283,587. Kitchener accounted for the largest 
pertion ($202,860), followed by Wilmot Township ($43,721), the City of 


Waterloo ($18,143), Wellesley Township ($11,113) and Cambridge ($7,750). 


This grant is provided on the grounds that it allows for the 
provision of a good which is felt by the Province to be desirable, 
although it does have some undesirable characteristics. The project 
eligibility rules are restrictive, favouring certain projects over others. 
This grant has been accused of distorting local eases expenditure 
decisions and creating, in some instances, unneeded facilities. The 
biggest problem stemming from this capital grant is in meeting the continuous 
operating costs of the facility after it is completed. Small municipalities 
are frequently burdened with high operating costs arising from their low 


cost (construction costs) facility. 


These problems may be illustrated by the grant supplied for 
rebuilding the Ayr arena. In 1977, North Dumfries Township initiated 
renovations to the Ayr arena with the support of a provincial grant. Since 
then, it has been suggested that the facilities have been under-utilized, 
leaving the municipality with high operating costs and an overall loss on 
its operation. Grants such as this have had an extreme distortive effect 
on local priorities. The kind of improvement that should take place is 


not all that extreme. Either the provincial government should eliminate 
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these grants and hence discourage expenditures on programs supported by 
them, or assume some financial responsibility over the ensuing years by 
increasing the fiscal capacity of the local areas through unconditional 


transfers. 


The smallest grant (Kitchener received $18,000) from this 
Ministry was given to cover some of the operating costs of local museums. 
The formula utilized for establishing this grant varied with the number 
of hours or days in operation during the year along with the prior year's 


gross receipts and curator's salary. 


Again this grant is designed to support a specific type of 
local expenditure and, therefore, may be provided on tenuous grounds. It 
could be argued that support should be made through unconditional transfers 
to ensure that local governments have sufficient financial resources to 
provide the desired services. The municipality should have control of its 


funds as it can allocate them according to its priorities. 


The final grant from the Ministry of Culture and Recreation was 
for programs of recreation and amounted to $53,400 in 1976. The grants 
were applied to one-third of the salaries of recreation directors and the 
salaries of other specified staff, each designated with different yearly 
maximum support levels. This grant also absolved 25 percent of maintenance 


and operating costs up to a maximum of $1,000. 


This program exerts significant leverage on local expenditures 
in that it creates an incentive to hire a qualified recreation director or 


other staff in an effort to stimulate leadership in each municipality's 
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recreation program. However, it leaves the municipality responsible for 
meeting the remainder of the costs from its other revenues. The possible 


distortive effect may outweigh the benefits received. 


ise. Ministry of Community and Social Services 


This Ministry provided over $8 million in grants to the Waterloo 
Region in 1976. The largest portion of this total consisted of $3,705,167 
in subsidies for General Welfare Assistance at an 80 percent cost sharing 
rate (50 percent federal, 30 percent provincial, and 20 percent municipal). 
Considerably less important in magnitude was the Administrative Grant for 
General Welfare Assistance. This totalled $503,175 at a 50 percent rate 


(federal at 50 percent and municipal at 50 percent). 


Perhaps the strongest criticism of this grant revolves around 
the fact that municipalities should not be responsible for income 
redistribution or income maintenance programs. If proper equity is to be 
maintained between municipalities, regions, and even provinces, then steps 
must be taken by senior governments to equalize the funding of income 
Support programs. Indeed, it is often suggested that the municipal level 


should be relieved of all responsibility for such programs. 


The ‘Children's Aid Society Grant’ to the Regional Municipality 


of Waterloo amounted to $1,720,015 in 1976. The granting formula consisted 
‘of 80 percent of operating costs being supplied by the federal (44 percent) 
and provincial (36 percent) governments with the Region contributing 20 


percent. The rationale for this grant exists on the assumption that it is 


- 103 - 


necessary to support this particular expenditure program. Given the fact 
that the Children's Aid Society is operated by a non-elected body and 
that 80 percent of its revenue comes from federal-provincial grants, 


there is little accountability evident in the provision of this service. 


The Region received $64,301 in capital grants and $670,075 
in operating grants in 1976 for ‘Day Nurseries’. The capital grants were 
given at rates of 50 or 80 percent while the operating subsidies varied 
from 80 to 100 percent. Again Day Nurseries are felt (by the Province) 
to be a necessary service. However, the granting rates are too high to 
ensure that the Region can effectively exercise its responsibility and 
be held accountable for its actions. This is evidenced by the significant 
underutilization of the Elmira day care centre. Either the rates should 
be reduced or the responsibility for operation transferred to the Province. 
The first alternative is probably more attractive; if insufficient fiscal 
capacity exists, then unconditional transfers should be granted. Under 
the current system, it appears as if the Region is merely carrying out the 


work for the Province. 


The third largest grant from the Ministry of Community and 
Social aries in 1976 was given for the 'Homes for the Aged' program. 
The Regional Municipality received $1,357,404 in operating assistance and 
$43,389 in capital grants. These grants were awarded under varying 
conditions and rates depending on the service and needs of patients. 
Patients were required to pay a specified amount determined by a needs 
test with the balance of the costs covered by the Province. The rates 


were somewhat complicated but generally varied from 70 to 100 percent of 
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the deficit. (For more detail, see the Grants Reform Report, Vol. lI, 
pp. 146-147.) The grant was designed to support a good that was felt to 
be desirable although its structure was very complicated. Obviously, 


improvements could be made through simplification and standardization. 


One of the smaller grants from this Ministry is for 'Homemakers 
and Nurses Services’. The Region received $138,611 for providing this 
service to mothers with children and to the elderly if they were sick or 
convalescent as an alternative to institutional care in 1976. The grant 
covered 80 percent of the program costs ‘and was given to those individuals 


who were felt to be needy after taking a means test. 


Once again, the motivation for this grant was based on the 
fact that it supported a desirable service. The main problen, ts this 
case, revolved around the duplication with the Ministry of Health's Home 
Care Program covered under OHIP for patients discharged from hospital. 
It would seem more plausible to rationalize at least the health component 
of the two programs into the Province's Home Care Program, thus eliminating 


some duplication of effort and resources. 


Finally, the City of Kitchener received $5,109 in capital 
grants towards ‘Elderly Persons' Centres’ in 1976. This was given at a 
rate of 30 percent of the capital cost of erecting, renovating or acquiring 
recreation facilities for the elderly. As in the case of a number of 
other grants, this was provided in support of a service which was felt to 


be important. 
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sy Ministry of Health 


The Regional Municipality of Waterloo received $1,660,065 in 
grants from the Ministry of Health in 1976. Of this total, the Waterloo 
"Regional Health Unit' received $1,254,535 for eligible operating expenses 
at basically a 75 percent rate. This rate varied for different services 
and the Health Unit charged fees for some of its services supplied to the 
Province. In addition, the Health Unit obtained capital grants of $4,624 
to build or modify community health’ facilities. This amounted to two-thirds 


of total capital costs. 


The Ministry of Health also provided $386,161 towards the home 
care program operated by the Health Unit. Finally, the Region received 
$14,745 in grants for its 'Venereal Disease Control’ program at a rate of 


$7.50 per reported visit or, in effect, 100 percent of costs. 


Given the generally accepted importance of health programs, it 
would seem appropriate to have centralized control of health operations. 
That is, the Province should engage in setting standards and establishing 
policies in all health areas including those currently undertaken by the 
Regional Health Unit. With these jurisdictional responsibilities in mind, 
the Province should be responsible for total funding as is the case for 
some of the existing services. In other words, the potential for harmful 
spill-overs is such that this program should be funded (and one might argue 
completely funded) by the Province. However, there may be some advantage 
in allowing the municipalities (or Health Units) to administer these 


services under provincial guidelines since they are best able to assess 
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local needs along with avoiding an excessively centralized bureaucracy and 


some unnecessarily heavy costs. 


l.g. Ministry of Agriculture and Food 


In 1976, this Ministry granted $30,851 to Wellesley Township 
and $11,506 to Wilmot Township under the 'Drainage Act’. This grant 
covered one-third of the costs of draining agricultural land in an attempt 


to reduce property damage which had previously, resulted from flooding. 


In addition, the Townships of Wellesley ($32,000), 
Wilmot ($17,800), and Woolwich ($56,000) all received grants at the rate 
of 33 1/3 percent under a similar program entitled the ‘Agricultural 
Drainage’ grant. As the eligibility criteria were the same for both 
grants, some projects received two-thirds of the total costs in the form 


of grants. 


In evaluating these grants, it is difficult to justify the 
duplication involved in having both of them. However, there is some merit 
in the drainage grant in that it yields positive benefits to other 
individuals in terms of improving the drainage on adjacent properties and 
providing better crop yields which may benefit a fairly wide segment of 


the population. 


Baie Ministry of Housing 


The City of Cambridge received $27,030 under the "Neighbourhood 


Improvement Program’ in 1976. This subsidy was aimed at upgrading 
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deteriorating residential neighbourhoods. The Province paid 25 percent 
and the federal contribution was 25 or 50 percent depending on the 
specific expenditures of the costs of constructing social and recreational 


facilities, improving utility services, or land acquisition. 


Again, this grant was designed to encourage local authorities 


to provide services which the province deemed to be desirable. 


The most significant (financially) grant awarded by the Ministry 

of Housing was the one given under the ‘Ontario Housing Ro och Program’. 

In 1976, Cambridge received $210,246, Kitchener $150,000 and North Dumfries 
$15,000. Its purpose was to encourage an upgrading of the existing stock 

of housing through assistance to low income home owners. The program was 
fully funded by the Province through partially forgiveable loans adminis- 
tered by the municipalities, who then, re-lent repaid loan funds to new 
applicants. Unfortunately, this program was complex with respect to the 
allocation of loans, the degree of forgiveness, the rate of interest, and 
length of loan. In effect, the municipality's function appeared to be one 


of administering the provincial scheme. 


i ee Summary of Grants 


In summarizing the numerous grants received by the Regional 
Municipality of Waterloo and the seven area mumicipalities, it is obvious 
that most grants are provided on some type of matching basis in an attempt. 
to encourage the provision of different services which are felt, from the 
provincial government's perspective, to be important. Unfortunately, most 


of these grants create distortions in the expenditure patterns of recipient 
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governments without compensating for the spill-overs which are occasionally 
generated by these goods or services. Obviously, conditional grants should 
be awarded for services generating measurable and significant spill-overs 
while unconditional grants are essential in improving the fiscal capacity 


of the local areas. 


Indeed, one might very well argue that greater emphasis should 
be placed on Gnconditionaleerants with correspondingly less emphasis 
placed on conditional transfers. Such action would simplify the current 
system, allow the municipalities greater freedom in making decisions on 
their own expenditure patterns, and generally improve the overall account- 


ability and autonomy of local governments. 


ys: 
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C. OTHER REVENUE SOURCES 


In assessing the concept of user fees, there are two important 
questions which should be addressed. The first one deals with the general 
concept of whether or not user fees should be used in financing urban 
services. The second one discusses the specific pricing policy adopted 
for a particular local service or good. While both questions are important, 
it is not our intention to discuss the second one. Instead, our discussion 


will revolve around the former. 


It is our claim that specific changes could and should be more 
widely adopted at the local level. Such a policy could cover a number of 
services including waste removal, fire protection and public recreation 
to name only a Pe oe The absence of user charges for a number of these 
services suggests that there is no adequate mechanism for efficiently 
allocating the particular services which are supplied. Neither is there 
any effective means of accurately determining the demand for these local 
services. In the mind of at least one expert, this lack of user charges 
had lead to, ". . . a good deal of unplanned and implicit redistribution 
in kind, much of which would probably not be acceptable if it were made 
explicit. Indeed, the repeated attempt to redistribute everything through 
inadequate and inefficient pricing may well have resulted in less overall 


redistribution than might otherwise have been atenineds 


For an excellent discussion of user charges applied to municipal 
services, see R. M. Bird, Charging for Public Services, Canadian Tax 
Foundation, 1976, Part Three. 


m Tbid.,  p. 105, 
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To conclude, attempts to redistribute income ought not to be 
a municipal responsibility. Indeed, most attempts by local governments to 
redistribute income through local fiscal policies have generally been 
inefficient and ineffective. The function of redistribution must be under- 
taken by the federal or provincial level of government for it is only at 
this level that a successful redistribution policy can deal with the 
population at large. Any attempt by local authorities to be more concerned 
with equity rather than efficiency objectives not only leads to serious 
distortions in the provision of public services, but also reduces the 


% 


potential revenue which local municipalities could obtain on their own. 


Evaluation of Other Sources of Revenue 


It is difficult to undertake a specific evaluation of the 
remaining revenue sources for local governments. However, it is generally 
felt there is strong justification for revenues from penalties, licences 
and a number of other special charges too numerous to catalogue. Such 
charges may act as deterrents or rights to undertake specific activities 


and can be adequately justified on that basis. 


Payments-in-lieu of taxes are made in specific instances, 
outlined earlier. Although they generate relatively small sums of revenue, 
their basic weakness is that they have not increased at the same rate as 
property taxes. In fact, substantial improvement in terms of revenue yield 
could be made if the payments were increased according to increases in the 


value of property for which the payments have been made. 


CHAPTER FIVE 


ECONOMIES OF SCALE IN THE PROVISION OF LOCAL SERVICES 


One of the SCrenecee erensale justifications for the formation 
of regional governments ilies in the argument that economies of scale (the 
average cost of supplying a good or service falls as the quantity provided 
increases) exist in the provision of public services. This relationship 
between average cost and output serves to indicate whether or not there 
are significant economies of scale in the production of the service in 
question. The existence (i.e. the lowest average cost per unit supplied) 
of such scale economies could be of vital concern to urban planners and 
regional policy-makers in deciding whether particular government services 


should be operated by regional authorities. 


Most economies of scale studies in the public sector differ 
significantly from the economies of scale studies of private firms. The 


most significant differences are: 


1. No assumptions of cost minimization and equilibrium among 
marginal contributions of factors of production can be made 


for government production as is done for private firms. 


2. The units of measurement (output) are usually number of 


people served rather than a unit of good or service output. 


= 
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While the government studies do indicate the expenditures per 
person on each function for different numbers of people served 
(i.e. different sized urban areas), they yield no indication as to whether 


or not the production was efficient or wasteful. 


In spite of their potential problems and the general caution 
which the reader must employ in interpreting the published results, there 
have been a number of attempts to determine empirically whether economies 
of scale prevail in the provision of local government services. Perhaps 


a brief review of some of the more important studies will suffice. 


A. HORIZONTALLY-INTEGRATED SERVICES 


3 ; : 
One of the pesearchers en this topic has suggested that it 
should be possible to postulate on a priori grounds whether or not economies 
of scale actually exist. This author states that there are three ways in 


which government services tend to be organized for production purposes. 


First, services may be provided by a number of decentralized 
production units (horizontal integration). Because of decentralization, an 
expansion of services will occur through the duplication of what are 
essentially small organizations. Each newly established production unit 
can operate in a manner similar to that of already existing organizations. 
Horizontally integrated services, then, are not expected to show scalar 


economies (i.e. the long run average cost per unit will be reasonably 


31 ; " : 
W. Z. Hirsch, “The Supply of Urban Services," in H. S. Perloff and 


L. Wingo, Jr. (eds.), Issues in Urban Economics, Resources for the 
Future Incorporated, Washington, D.C., U.S.A., pp. 477-526. 
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constant, subject to consideration such as fixed capacity of plants and 
managerial efficiency constraints) by centralizing their provision in one 
production unit regardless of the size of the area serviced. In other 
words, there is no expectation of economies being achieved by shifting 

the provision of the service away from the local to the regional level of 
government. Larger municipalities differ from smaller ones primarily in 
that the former operate a larger number of essentially identical producing 


units rather than quite different kinds of units. 


Empirically, this has been supported in the United States in, 
at least, two different studies on police protection (see Table 19 - OO 
Schmandt-Stephens and Hirsch). In both cases, the authors found no 
evidence of significant economies. Larger cities have more policemen, 
more patrol cars and more police stations than smaller cities yet neither 
of these communities differs much in the number of men per police car 
or the number of men assigned to a particular police station. Similar 
results have been suggested for parks and libraries. Once again, large 
centres have more parks and libraries, but ‘the area or number of users 
served by these facilities varies little from smaller to larger munici- 


palities. 


Further studies Be ey tran hep integrated services have 
concluded that the provision of primary and secondary education (Table 19 - 
Keisling and Hirsch) exhibit no economies when supplied on varying scales. 
By way of contrast, one study on high school education (Table 19 - Riew) 
found economies existing when operating costs per pupil were regressed on 


enrolment levels. The trough (lowest per unit cost) was found to exist 
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at roughly 1,700 students. Riew attributed the economies of scale mainly 
to the fact that senior high schools require a degree of specialization 
with regard to teaching staff and facilities which is much higher than 
that of primary schools and hence the difference in the result for high 


schools alone when compared with primary and secondary education. 


One important and very essential local service which has 
exhibited economies of scale is that of fire protection. Two U.S. studies 
(Table 19 - Will and Hirsch) have found significant economies, although 
the lowest per unit cost tends to vary substantially. In one case, it 
exists at roughly 300,000 people and in the other case, it exists with a 


population of 110,000 people. 


Part of the explanation for this difference may be a direct 
result of the methodology employed. In the first study (300,000 people), 
engineering data were used. This involved the establishment and measure- 
ment of a wit of effort for a particular service. This unit of effort 
was some physical unit or a combination of inputs comprising a work unit, 
such-as a street sweeper and its crew. From this, a measurable output of 
service was obtained through a direct association of this measure with 
the effort unit. Once these (units of effort) were identified and 
measured, their costs wére estimated. Hirsch's study, on the other hand, 
used available statistical data which regressed average per capita cost 


of fire protection on the varying sizes of the area which was serviced. 


In either case, significant economies apparently existed. 
Whether or not economies of scale exist in the provision of this service, 


it is necessary to realize that fire protection must be provided in a 


pie a 


number of scattered locations since distance is of utmost importance in 


travelling from the fire station to the location of a possible fire. 


When coupled with relatively expensive transportation services, 
the lack of significant economies in the provision of a number of urban 
services suggests that it is feasible to have a reasonably large number of 
small, scattered producing units rather than a few centralized units. 

A similar situation is observed in the private sector in the location of 
grocery stores and gas stations. In either instance, whether private or 
public, individuals are reluctant to incur the time and expense associated 
with the transportation to and from the producing unit. Consequently, 
these services lend themselves to being operated in a decentralized 


fashion. 


A potentially favourable byproduct of-this decentralization 
may result if the local authorities are responsible for providing certain 
public services themselves. In this instance, the demands of the residents 
may dictate the kinds and extent of each service provided. As such, 
individuals in a larger regional area may choose the specific locality 


best providing the quantity and type of services which they want. 


One urban service remaining to be discussed is that of refuse 
collection. It is occasionally suggested that it could be classified 
under the headings of a horizontally integrated service (Table 19 - Hirsch 
and Kitchen). In rane one study in the United States based on the 
metropolitan area of St. Louis (Hirsch) concluded that significant economies 


of scale did not exist in the collection of refuse. By contrast, one of 
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only two published studies on cost functions of urban services in Canadian 
towns and cities of more than 10,000 people concluded that the generally 
accepted relationship between average unit costs and size of the centre 
serviced did not exist for the centres studied (Kitchen). The standard 
relationship may take one eFicae forms; it may either indicate constant 
average costs as the population increases or it may fall and eventually 
rise as population rises (this latter is the standard economies of scale 


example). 


In the instance of refuse collection in Canada, the results 
of the study cited above suggested that average éosts rose for the 
smaller centres (i.e. from 10,000 people up) reaching a maximum in centres 
of roughly 325,000 people and then declined. Although this would appear 
to contravene standard economic cost theory, the nature of this service 
is such that it may be entirely possible. Middle-sized firms may be caught 
in some sort of efficiency squeeze. Small municipalities (under 10,000) 
usually have private firms collect refuse by contract and frequently these 
firms can reduce costs since the owner often works on the truck as well. 
At ie large levels of output (above 325,000 people) advantage can be 
taken of expensive new equipment, organizational techniques and other cost- 
reducing factors. In between very small and very large scale, however, it 


is difficult to benefit in either of these ee 


32 wes ; ; : yeh 
For descriptive evidence which supports this statistical relationship 


between cost and output of this service, see D. R. Young, How Shall 
We Collect the Garbage?, Washington, D.C., Urban Institute, 1972. 
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B. CIRCULARLY-INTEGRATED SERVICES 


A second general category in which the provision of urban 
services can be classified is that of circularly integrated services. 
Here, a particular production unit, perhaps city hall, performs a variety 
of separate but complementary activities. Decreasing unit costs (economies 
of scale) are initially expected as output increases until some point is 
reached where unit costs begin to rise (diseconomies of scale). The latter 
is hypothesized because of managerial constraints which come into effect 


at high levels of output. 


Empirical studies on the existence of economies of scale in 
circularly integrated services are scarce, but one study on the administra- 
tion. of school districts with 500 to 48,000 pupils in the United States 
(Table 19 - Hirsch) suggested that economies of scale sttaten up to an 


average daily attendance of roughly 44,000 pupils and beyond that level, 


diseconomies set in. 


The lack of more such research is unfortunate with respect to 
regional governments. It should be remembered that, in many cases, sewage 
plants or police stations are in the same numbers and the same size as 
they would probably have been without municipal reorganization. The actual 
operation has not been moved under one roof, only the administration. The 
resulting managerial efficiencies are still only hypothetical as far as 


the economics literature is concerned. 
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C. VERTICALLY-INTEGRATED SERVICES 


Vertically integrated services constitute the third general 
category into which urban services can be categorized. A service is 
vertically ingested if the operation of successive levels of production 
provide combinations of related services for which a uniform pricing 
policy is followed, as in the pumpage, treatment and distribution of 
water, or the collection and disposal of refuse. On a priori grounds, 
these services are expected to face declining unit costs as the level of 
output increases. As a result, economies of scale will be exhibited: 


untjl extremely large levels of output are reached. 


Under this category, Table 19 lists five different studies 
which have looked for evidence of economies of scale. In all cases, 
economies were found to exist over a certain, if not the entire, range of 
output. For example, Nerlove's study (1961) employed public utility data 
for 145 privately owned American utilities in 1955. He correlated 
production costs with physical output, labor, capital and fuel prices on 
a firm basis and found the coefficient of determination to be statistically 
significant (.93) thus indicating that economies of scale existed. 
Similarly, J. Johnston (Table 19 - 1960) and K. S. Lomax (Table 19 - 1951) 
discovered statistically significant economies of scale in supplying 


electricity and gas respectively in the United Kingdom. 


Of perhaps more importance from a local policy-maker's point 
of view is the cost output relationship for sewage treatment and water 


provision. lsard and Coughlin have studied 1953 operating cost data for 
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secondary treatment sewage plants in Massachusetts. Their correlation 
analysis based on these data revealed statistically significant declining 


unit costs as the quantity of sewage treated increased. 


Finally, the only Canadian study in this area dealt with the 
provision of residential water. It statistically tested for both the 
existence of economies of scale and the impact of a number of other 
factors including quality parameters, service conditions and input prices 
(Table 19 - Kitchen, 1977). The results, which were based on a sample of 
49 Canadian cities and towns of more than 10,000 people in 1971, suggested 
that most of the variables tested were statistically significant in terms 
of their impact on the cost of supplying water. Of particular interest 
was the fact that economies of scale were found to exist with the lowest 
per unit cost existing at roughly 1,671 million gallons of water supplied 
annually. While it was impossible to specify the exact population of the 
municipality corresponding to this output, it appeared that centres of 
approximately 25,000 to 35,000 people yielded the lowest per unit cost 


of output. 


Although this discussion has classified services as vertically, 
horizontally or circularly integrated, it must be realized that such a 
precise classification is not always possible and perhaps not terribly 
important. First, institutional and organizational differences among 
cities and towns may negate the specific categorization of urban services 
employed above. Second, the level of aggregation that defines a service 
may influence the classification; for example, if water service were 


separated into water production and water distribution, it could change 
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from a vertically to a horizontally integrated service. Third, as | 
suggested at the beginning of this paragraph, it may not be important to 
make this classification. Policy-makers should be more concerned about 
whether or not economies of scale actually exist in the provision of 
urban services or whether they might exist under alternative forms of 
production or Lip tare structures eEhed than whether they are 


classified in a specific manner. 


D. QUALIFICATIONS OF THE EXTANT STUDIES 


Although a number of the empirical studies on urban expenditures 
exhibited some useful evidence of the existence of economies or diseconomies 
of scale, some of their results must be interpreted with caution. For 
example, the unit of output which measures the existence of economies of 
scale is frequently represented by population or as in Hirsch's study (1965) 
on refuse collection, the number of pickup units in each municipality. 
Regardless of which proxy is chosen, neither is a perfect substitute for 
the Pat: measure which should be tons or cubic yards of garbage collected. 
Unfortunately, such data are almost never collected or retained on any 


reliable and accurate basis. 


Output measures for most of the horizontally and circularly 
integrated services are particularly deficient; for example, what is the 
appropriate output measure for education? Is it the number of students 
taught per year or the number of graduating students, etc.? Similar 


problems exist in the measurement of output for fire and police protection. 
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Once again, there are difficulties in carefully selecting the unit of 

output against which per unit costs must be correlated in order to test 

for economies of scale. Surely, the most appropriate output measure is 

the number of crimes or fires prevented, yet, such a statistic is impossible 


to measure, let alone collect. 


Most urban studies tend to be cross-sectional in nature, that 
is, they tend to look at the cost-output relationship in one specific year 
for a number of municipalities each with a different population. From this, 
one can infer certain relationships; for example, it is generally assumed 
that different cost-output figures for different sized centres would also 
prevail for any municipality as it grew from a small area to a very large 
one. This may be a dangerous assumption in that it is not obvious that 
each municipality will exhibit the same change in its cost-output figures 
as it grows over time. What would be more appropriate would be an analysis 
of each city's expenditures on specific functions as they grew over a 
number of years. Unfortunately, disaggregated time series data are neither 
consistent nor available over a long enough time period for this type of 


analysis. 


A further problem with measuring economies of scale in the 
public sector centres around the inability of adequately measuring the 
quality of service provided and separating this from the cost-quantity 
relationship. In this case, certain cities may have high costs because 


they provide a high quality of service. 


AVERAGE UNIT COST CURVE (AUC) STUDIES OF SCALE ECONOMIES 
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TABLE 19 


Name and Year Service Type Result 
Horizontally Integrated 
Services 

Riew (1966) Secondary schools S AUC is U-shaped with I] 
trough at about 1,700 
pupils t 

Kiesling (1966) Primary and secondary S AUC is about horizontal | 

education 
Hirsch (1959) Primary and secondary S AUC is about horizontal | 


Schmandt-Stephens 
(1960) 


Hirsch (1960) 
Will (1965) 


Hirsch (1959) 


Hirsch (1965) 


Kitchen (1976) 


Circularly Integrated 


Services 


Hirsch (1959) 


Vertically Integrated 
Services 

Nerlove (1961) 

lsard-Coughlin (1957) 

Lomax (1951) 

Johnston (1960) 

Kitchen (1977) 


education 


Police protection 


Police protection 


Fire protection 


Fire protection 


Refuse collection 


Refuse collection 


School administration 


Electricity 
Sewage Plants 
Gas 
Electricity 
Water Supply 


rOrnNnNnn 


AUC is about horizontal } 


AUC is about horizontal 


AUC is declining with 
major economies reached ¢ 
at 300,000 population j 


AUC is U-shaped with 
trough at about 110,000 
population 


AUC is about horizontal } 


AUC is rising then 
falling with maximum 
diseconomies at 325,000 } 
population 


AUC is U-shaped with , 
trough at about 44,000 


pupils 

AUC is declining 

AUC is declining | 

AUC is declining 

AUC is declining 

AUC is U-shaped with trough 
roughly 1,671 billions of 
gallons per year 
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TABLE 19 Cont'd 


AVERAGE UNIT COST CURVE (AUC) STUDIES OF SCALE ECONOMIES 


Notes: 
| S = statistical data Q = questionnaire 

E = engineering data AUC = average unit cost 
2 


Study Sources: 


John Riew, "Economies of Scale in High School Operation," Review of 
Economics and Statistics, Vol. 48, (August 1966). 


Herbert J. Kiesling, "Measuring a Local Government Service: A Study of 
School Districts in New York State," Review of Economics and Statistics, 
Vol. 51 (August 1966). 


Werner Z. Hirsch, "Expenditure Implications and Consolidation," Review 
of Economics and Statistics, Vol. 41 (August 1959); "Determinants of 
Public Education Expenditures," National Tax Journal, Vol. 13 (March 
1960); and "Cost Functions of an Urban Government Service: Refuse 
Collection," Review of Economics and Statistics, Vo. 47 (February 1965). 


Henry J. Schmandt and S. Ross Stephens, ayes oo Municipal Output,” 
National Tax Journal, Vol. 8 (December 1960). 


Robert E. Will, "Scalar Economies and Urban Service Requirements," 
Yale Economic Essays, Vol. 5 (Spring 1965). 


Marc Nerlove, Returns to Scale in Electricity Supply (Institute for 
Mathematical Studies in the Social Sciences, Stanford University, 1961), 
eae @ 


K. S. Lomaz, "Cost Curves for Gas Supply," Bulletin of the Oxford 
Institute of Statistics, Vol. 13 (1951). 


J. Johnston, Statistical Cost ‘Analysis (McGraw-Hill Book Co., 1960). 


Walter Isard and Robert E. Coughlin, Municipal Costs and Revenues 
Resulting from Community Growth (Chandler-David Publishing Co., 1957). 


Harry M. Kitchen, "A Statistical Estimation of an Operating Cost Function 
for Municipal Refuse Collection," Public Finance Quarterly, Vol. 1, No. 1, 
1976, pp. 56-76; "A Statistical Estimation of an Operating Cost Function 
for Municipal Water Provision," Urban Analysis, 1977, pp. 119-133. 
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The fact that economies of scale were not discovered in some 
instances may suggest that many local governments for which data are 


available may be larger than the scale at which economies are exhausted. 


Economies of scale may not have been found for certain services 


simply because the larger centres (which have data when many smaller 
centres do not) are faced with paying higher prices for inputs. As such, 
any economies which otherwise might exist may have been masked by these 


larger factor costs. 


Finally, there are two crucial dimensions to the output of 
public services; the number of people serviced and the geographical area 


covered. Although unit costs may fall with the number of people served, 


they may increase as the size of the area covered increases. 


In spite of the qualifications and difficulties of measuring 
scale-economies, some studies have overcome many of these weaknesses, 


particularly those which have been able to obtain an actual and accurate 


unit of output. Examples include gas, electricity, sewage and water -- all 


studies which were classified as being vertically integrated. 


E. REGIONAL/LOCAL RESPONSIBILITY FOR URBAN SERVICES: 
CONCLUSIONS 


Since the empirical work cited above deals with various 


services in different geographical areas and in different years and at 


different levels of aggregation, one must be particularly wary of accepting 


the results and unquestioningly using them as a justification for assigning 


Siz" = 


different municipal functions to either the regional or local level of 


government in the Waterloo Region. 


Obviously, what is required before this can be done is a 
careful and critically detailed study on each service in the area, paying 
particular attention to the determination of a clear and unambiguous 
measure of output. Similar precision must be exercised in measuring the 
quality of the output and separating the costs attributed specifically to 
this measure of quality. Further accuracy is needed in separating the 
costs attributed to both the price of inputs and to special service 


conditions which may affect the cost of the service provided. 


An example of an urban service which must consider all these 
factors End the relative effect of each category can be drawn from a 
study on the provision of residential water in an urban area. The output 
measure should be gallons of water per time period which could be one day, 
one month or one year (one year was used in Kitchen's study - Table 19). 
The quality of treated water must be separated into categories nee eeias 
to the amount of treatment pequrcear The service conditions affecting 
the cost of water should include a variable indicating the source of 
water, that is, the cost of using underground water will be quite different 
from the cost of using surface water. Similar cost differences have been 
noted in municipalities which purchased their water when compared with 
municipalities which pumped their own and this might be duly recorded. 


Factors affecting different prices of inputs need to be included. 


wb = 


Once all of these factors are accounted for, it is possible 
to make some claims about the existence or lack of existence of economies 
of scale in the provision of this service. This is done by observing the 
relationship between the average per unit cost of the service and the 


quantity of the service supplied. 


Although the empirical studies cited earlier do not deal 
directly with economies as they apply specifically to regional governments, 
they do provide some insights in terms of the economies which may or may 
not be realized in urban areas of varying sizes. As such, one can make 
inferences with respect to the level of government (local or regional) 
which might be responsible for the provision of specific services in any 
locality if one of the governmental objectives is to achieve output at the - 


lowest possible per unit cost. 


While it is almost impossible to catalogue the precise reasons 
for this inverse relationship between cost and output as output increases, 
two specific suggestions have been made. In some cases, organizational 
and managerial efficiencies are expected to bring about lower costs as the 
level of service provided increases. In other cases, albeit less frequently, 
volume discounts are assumed to exist in purchasing specific inputs which 
are necessary ingredients in the output of a particular urban good or 


service. 


Realizing that the case has occasionally been made for using 
the economies of scale argument to define an optimal size of local government, 
there is no reason why this need be so. The optimal sized urban area may 


be better justified in terms of an ideal size for articulating a homogeneous 
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demand for a particular good; for example, a small area may encompass all 
those individuals who have a specific desire for certain urban expenditure 
programs and as such, this area may be defined as an optimal unit. 

Similarly, the optimal size may be the size which minimizes the magnitude 


of 'spill-over effects’. 


In neither of these latter two cases is the optimal size 
necessarily the same or equal to the optimal size essential for achieving 
maximum economies. In fact, there is no reason to believe that local 
governments should have the same boundaries as the producer of ,the good 


or service. 


Local governments can purchase from other governmental units 
or private producers, and many do. For example, local governments purchase 
water (in some municipalities) and electricity in bulk from other producers 
and distribute it to their residents. Indeed, a similar arrangement could 
be established for almost all urban services. If this approach were 
followed, there would essentially be no justification or strong rationale 


for organizing areas in order to achieve maximum economies. 


Finally, the practical aspect of this exercise states that it 
is impossible to establish a municipality of optimum size which will simul- 
taneously achieve the lowest cost per unit of output for all the services 
concurrently provided by any locality. Hence, the arrangement of political 
boundaries in order to achieve maximum economies is not a feasible policy. 
The optimal size of the producing unit must be divorced from the optimum 


size of the political unit. 


CHAPTER SIX 
INCREASED INDUSTRIAL ASSESSMENT--A SNARE AND A DELUSION 


There are few issues as close to the heart of municipal 
politicians as increasing the industrial assessment base of a given 
municipality. Industry, it is argued, provides jobs, stimulates the 


local economy and reduces residential property tax. 


A. INTRODUCTION 


A frequently heard, although seldom documented argument in 
favour of increasing the level of commercial and industrial assessment, 
revolves around the notion that increases in such assessment will 
generate property tax revenues in excess of the amount necessary to meet 
the costs of providing local government services to commercial and 
industrial property. As such, these 'tax profits' can then be used to 
subsidize the cost of supplying services to residential property owners. 
Whether or not ‘tax profits' can actually be generated from an increase 
in the commercial/industrial base is a subject for empirical investigation 


and is pursued in some detail in the following paragraphs. 


Briefly, the analysis adopted in this paper involves an 
estimation of the effect of increasing a municipality's commercial/ 
industrial equalized assessment base by one million dollars in each of 


the municipalities in the Waterloo Region in 1976. The benefits accruing 
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to each municipality come directly from an increase in tax revenue (to 

be used for financing local, educational and regional expenditures) 

which is a direct result of the expanded tax base (larger commercial/ 
industrial assessment). The magnitude of the tax increase will depend on 
the commercial/industrial mill rate (total rate for educational, regional 


and municipal purposes) which is applied to the new assessment. 


On the other hand, there are three factors which will reduce 
the benefits to each municipality. First, under the assumption that the 
rest of the municipalities in the Region hold their assessment constant, 
the municipality with the additional assessment will bear a larger share 
of the regional and educational] levy. This increase will rise in 
proportion to the increase in equalized assessment now existing in the 
affected municipality. Second, the Provincial Resource Equalization 
Grant will decrease as a result of the higher assessment in this area 
municipality. Third, the local and regional governments (and possibly 
the Board of Education if additional school children move into the area) 
will be responsible for financially supporting the annual operating costs 
of supplying government services to this newly assessed property. Such 
services will include road repairs and maintenance, street lighting, 
police and fire protection, etc. These may incur costs in excess of the 


additional revenue generated by the expanded tax base. 
B. ANALYSIS 


When equalized commercial/industrial assessment is increased by 
one million dollars in each of the municipalities, there appears to be, 


contrary to popular belief, very little, if any, additional revenue 
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accruing to the municipality. However, before presenting and commenting 
directly on these results, it may be useful to outline the methodology 


employed in reaching this conclusion. 


Table 20 illustrates the calculated average weighted equalized 
commercial/industrial mill rate for regional, local and educational 
purposes in each of the municipalities in the eerie Region in 1976. 
It is essential to note that the stated mill rates are not those which 
were applied to raw assessment for tax purposes. Instead, these rates 
were presented so that it was possible to estimate the additional tax 
revenue resulting from an increase of one million dollars of equalized 
commercial/industrial assessment. The actual mill rate could be obtained 
by multiplying the equalized mill rate by the ratio of equalized to raw 
assessment. Finally, the use of weighted average mill rates for each 
of the merged areas was necessitated by the fact that each merged area 
of each municipality had a mill rate which was generally different from 


that in the other merged areas. 


Table 21 exhibits the effect on the regional levy resulting 
from an expanded tax base in each of the area municipalities in 1976. 
For example, column 2 indicates the additional regional levy which each 
of the municipalities would be required to pay if it acquired the 
increased assessment while each of the remaining areas held their 
commercial/industrial assessment constant. Obviously, the Township of 
Wellesley would suffer the largest increase ($7,747) in the regional levy 
with Kitchener bearing the smallest increase ($4,249) and the remaining 


areas falling between these extremes. Of interest here is the fact that 
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TABLE 20 


Average Weighted Equalized Commercial/Industrial 
Mill Rates in the Waterloo Region in 1976 


Average Weighted Average Weighted Average Weighted 


Equalized C/1 Equalized C/I Equalized C/I Total 
Mill Rate for Mill Rate for Mill Rate for C/I 
General Local Regional Educational Mill 
Municipality Purposes Purposes Purposes Rate 
(1) (2) (3) (4) ee y 
Kitchener 10.649 5.223 12.594 28.466 
Cambridge 12.861 4.709 LU 28.682 
Waterloo 6.617 4 4Sk 11.004 22.075 
Woolwich L633 3.974 10.636 19.243 
Wilmot 6.120 3.407 9.664 19.191 
Wellesley 4 548 2.909 9.744 17.201 
North Dumfries 3.210 3.367 8.826 15.403 


Source: The use of average weighted mill rates for each of the area municipalities 
was necessitated by the fact that each merged area of the area municipalities 


had a mill rate which was not the same across the entire area. 


These mill rates were calculated by dividing the existing total Commercial/ 
Industrial levy by total equalized Commercial/Industrial assessment in 


each area. To obtain the actual mill rate on raw assessment, One was 


required to multiply the equalized mill rate by the ratio of equalized to 
raw Commercial/Industrial assessment. Since this ratio was considerably 
larger than unity, the resultant applicable mill rate was much greater than 


the calculated mill] rates in this table. 


Data were obtained from data in schedules 1-2 and 1-3 of the financial 


statements of the area municipalities. 


Municipal 


(1) 


Kitchener 
Cambridge 
Waterloo 
Woolwich 
Wellesley 


Wilmot 


North Dumfries 


Source: 


- 132 - 


TABLE 21 


Effect on the Regional Levy Resulting from an Additional 
One Million Dollars of Equalized Commercial/Industrial Assessment 
in Each of the Area Municipalities in 1976 


Increase in 
Regional Lev 
Resulting 
f rom 
One Million 

Dollars of 
Additional 
Equalized 
Commercial/ 
ity Industrial 
Assessment 


(2) 


Reduction in Regional Levy on Other Municipalities 


Wellesley{Wilmot 


North 
Dumfrie 


(9) 


Obtained by changing the equalized commercial/industrial assessment in each 


of the area municipalities and calculating the increase in the regional 
levy in that locality along with the reduction in the regional levy for 
each of the other area municipalities. Data were obtained from the 
financial statements of each of the area municipalities for 1976. 
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the stedouttentiy rural municipalities would have borne larger increases 
in the levy than the predominantly urban areas. Whereas column 2 
outlines the increase in the regional levy, columns 3 to 9*illustrate the 
corresponding reduction in the levy imposed on the other municipalities 
‘as a result of their commercial and industrial (C/I) assessment remaining 
constant. For instance, an additional one million dollars of C/I assess- 
ment in Cambridge would increase its levy by $6,089 while correspondingly 
reducing Kitchener's contributions by $3,623, Waterloo's by $1,522, 
Woolwich's by $429, Wilmot's by $253, North Dumfries' by $137 and 
Wellesley's by $125. Similar observations can be made about the impact 
on the regional rary resulting from higher assessment in each of the 


other areas. 


Column 2 of Table 22 furnishes us with data on the impact of 
the additional assessment on the level of educational taxes generated 
in each area assuming that the education he AS did not change when 
the tax base was expanded. These figures were obtained by multiplying 
the mill rate from column 4 of Table 20 by one million dollars and dividing 
this figure by 1000. As was true in Table 21, columns 3 to 9 illustrate 
the reduction in the educational tax in six of the area municipalities 
when the tax base was enlarged in the seventh. For example, an expansion 
of one million dollars in commercial/industrial assessment in Kitchener 
suggests that Kitchener would have paid $12,594 more in total educational 
taxes while each of the remaining areas would have paid less, with 
Cambridge receiving the greatest reduction ($5,778) and Wellesley the 
least ($149). Similar comments can be made about the other areas presented 


in Table 22. 


Municipality 


(1) 


Kitchener 
Cambridge 
Waterloo- 
Woolwich 
Wilmot 
Wellesley 


North Dumfries 


Soi 


TABLE 22 


Effect on Educational Tax Resulting from an Additional 
One Million Dollars of Equalized Commercial/Industrial 
Assessment in Each of the Area Municipalities in 1976 


Increase in 
Educational] 
Tax 
Resulting 
from an 
Expanded 
Tax Base 


(2) 
$ 
12,594 


Wellesley| Wilmot 


Liss 12 
11,004 
10,636 
9,664 
9,744 
8,826 


Reduction in Education Taxes in Other Munictpall ties” 


North 
Dumfrie 


(9) | 


‘ibeatnes by multiplying the education mill rate (column 4 of Table20) by one million 


dollars. 


eThe reduction in education taxes in each area municipality was in pronortion to the 
total education taxes borne by that area. The sum of the reductions must equal the | 


increase since overall total educational tax revenue did not increase as a result 


of additional 


C/I assessment. 


oat Ss Rilo 


Table 23 exhibits the net general benefits (column 7) accruing 
to each of the area municipalities if the tax base had been increased 
by an extra million dollars of equalized C/I assessment while each of 
the other areas continued with their existing tax base. The direct 
benefits arose from additional taxes which could now be collected 
(column 2). These are obtained by multiplying the total equalized 
weighted mill rate (column 5 of Table 20) by one million dollars and 
dividing this figure by 1000. Obviously, Cambridge would stand to gain 


the most ($28,682) while North Dumfries would gain the least ($15,403). 


The direct costs, on the other hand, consist of an increase in 
the regional levy (column 3), an increase in the portion of educational 
tax borne by that area (column 4) and a reduction in the value of the 
resource equalization grant which was received for local purposes 
(column 5). Column 7 illustrates the net benefits by subtracting the 
additional direct costs or debits from the additional tax revenue or 


credit. 


In two cases (Wellesley and North Dumfries), the municipality 
would be suffering outright losses as a result of expanding their 
commercial/industrial tax base by one million dollars of equalized 
assessment. In neither of the remaining cases were the benefits signifi- 
cantly large. The largest net gain appeared to be in Waterloo ($4,721) 
with the remaining areas falling some distance behind. In descending 
order, Kitchener stood to gain $2,676, Cambridge $2,005, Wilmot $1,139, 


and Woolwich $929. 
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TABLE 23 


The Impact of An Additional Qne Million Dollars of Equalized 
Commercial/Industrial Assessment in Each of the 
Area Municipalities in the Waterloo Region 1976 


Reduction Net 
in General 
Additional Increased Increased Resource Benefits 
Tax Regional Educational Equalization to each 
Municipality Revenue Levy Taxes area é 
(Credit) (Debit) (Debit) Municipalit 


Loca] 


2 (4) (7)=(2)-(3)- 
(1) (2) (hs) (8) 


bea here 28,466 2676 
Cambridge 28,682 2005 
Waterloo 22,075 11,004 472] 
Woolwich 19,243 10,636 929 
Wellesley 17,201 9664 (1660) * 
Wilmot 19,191 9744 1139 
North Dumfries 15,403 8826 (1158) * 


ve 
ay 


— 


ho 


Ww 


wo + 


Figures in parentheses indicate a net loss. 


The figures in this table do not include the operating costs of supplying 
additional services in each of the areas. Very simply, this is justified 
since it is virtually impossible to calculate accurately such costs. 


.These figures were obtained by applying the equalized mill rate for the total 


of educational, regional and local purposes to one million dollars of equalized 
commercial/industrial assessment. See Table 20. 


Column 3 was obtained from Table 2]. 
Column 4 was obtained from Table 22. 


Columns 5 and 6 were calculated via a rather complicated series of steps 
which were supplied by the Intergovernmental Finance and Grants Policy 
Branch, Ministry of Treasury, Economics and Intergovernmental Affairs, 
Ontario Government. A portion of the Resource Equalization Grant is for 
Regional purposes while the bulk of it is for local purposes. 


Column 7 equals the additional tax revenue minus the higher educational 
(column 4) and regional (column 5) levies and minus the reduction i ae: 

local resource equalization grant. The reduction in the regional ; aie 

of the Resource Equalization Grant (column 6) was not considered are ee 
Interest Is solely in terms of the effects in each of the area funteinauietes 


Source: Tables 20, 21, and 22 
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One of the most significant deficiencies in the analysis so 
far revolves around the lack of any information or data on the annual 
operating costs or maintenance of supplying services to this newly 
assessed property. Indeed, this has not been an oversight but has been 
deliberately ignored for there are reatty no accurate estimates of these 
costs. Perhaps the most appropriate rule of thumb to follow is that 
which was suggested in the Soroka Report (L.A. Soroka, Public Finance 
in the Niagara Region, A Background Report for the Niagara Region Study 
Review Commission, August 1976, p. 53), namely that costs of servicing 
commercial/industrial property range from 70 to 100 percent of the taxes 
collected for municipal purposes (whether supplied by the local or 


regional government). 


Accepting the lower of these two figures, Table 24 suggests 
.that every municipality in the Region would have been a loser in terms 
of generating ‘tax profits' in 1976 had it attracted one million dollars 
of industrial assessment. Although this conclusion may be questioned in 
that we have assumed an increase in servicing costs, it is a conclusion 
which is virtually identical to that for the various municipalities in 
the Niagara Regions for 1974 and reported in the Soroka Report (p. 53). 
In addition, the exclusion of costs from our analysis (Table 23) yielded 
results not very dissimilar from those reported on a similar basis for 
the area municipalities in the Niagara Region (see p. 52, Table 2-1 of 


the Soroka Report) for 1974. 
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TABLE 24 


Net General Benefits (1976) Including the 
Operating Cost of Servicing the Property on the Assumption 
that Operating Costs Total to 70 percent 
of Total Regional and Local Taxes 


Net General Cost of Net General 

Benefits Services Benefits 

Excluding Cost Assumed to be Including 

of Supplying 70 percent Cost of 

Municipal and of Regional Supplying 

Regional and Services 

Municipality : Servicess Local Taxes? 
(3) (4) 


(1) , (2) 
5 


Kitchener | 2676 (8434) 
Cambridge 2005 (10,294) 
Waterloo ! 4721 (6350) 
Woolwich 3 929 (5096) 
Wellesley : (1160) (6880) 
Wilmot 1139 (5530) 
North Dumfries (1158) (5762) 


( ) figures in parentheses indicate a loss. 

| Obtained from column 7 of Table 23 

2 Calculated by taking 70 percent of regional and local taxes collected on the 
additional one million dollars of equalized commercial/industrial assessment 

3 Column 4 is obtained by subtracting column 3 from column 2. 


-aloo 


From our preceding discussion, the most obvious conclusion 


which one might draw is that a municipality would be better off to 
encourage industry to locate elsewhere in the Region in order to 
benefit from a reduced share of the regional levy and reduced 


educational taxes. 


Table 25 illustrates the net benefits which any six of the 
municipalities would incur if one million dollars of additional equalized 
commercial/industrial assessment were added into the seventh area. 

For example, if Cambridge increased its equalized C/I assessment by the 
stated amount, Kitchener would stand to benefit by $11,087 for this 
would be the reduction in educational taxes ($7,464 from column 3 of 
Table 22) plus the reduction in the regional levy ($3,623 from 

column 3 of Table 21) which the taxpayers in the municipality of 
Kitchener would now pay. Similar comments can be drawn from the 
figures for the remaining communities in the Waterloo Region. Indeed, 
Kitchener would benefit more than any other municipality if this 
assessment were added to one of the remaining area municipalities, 


while Wellesley would benefit the least. 


In fact, the benefits for Kitchener from having this assessment 
in an adjacent community within the Region far exceed the benefits from 
having it within its own boundaries even if one assumes there are no 
annual operating costs associated with servicing the newly assessed 
property. Column 2 of Table 24 suggests the net benefits to Kitchener 
taxpayers with zero servicing costs would be $2,676, roughly one-third 
to one-quarter of the benefits from having the assessment located 


elsewhere (column 2 of Table 25). 
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TABLE 25 


Net Benefits to Other Municipalities Arising from an 
Additional One Million Dollars of Equalized 
Commercial/Industrial Assessment in Each of the Area Municipalities in 1976 


An Additional 

One Million 
Dollars of Equal- 
ized Commercial/ 
Industrial Assess 
ment in: 


(1) 


Benefits to the Other Municipalities! 


North 
Dumfries 


Kitchener] Cambridge] Waterloo|Woolwich | Wellesley| Wilmot 


Kitchener 


Cambridge S33 
Waterloo 10,586 320 
Woolwich 292 
Wellesley 272 
Wilmot 273 


North Dumfries 


1 The benefits include the total of the reduction in the regional levy (columns 3 
to 9 of Table 24 now borne by eachtof the area municipalities. 
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If servicing costs are zero in each of the other municipalities, 
then the Township of Wilmot is the only one to gain significantly by 
having the new assessment locate within its boundaries rather than 
elsewhere in the Region. Waterloo would also gain if the assessment 
were located anywhere within the Region other than in Kitchener, in which 
case the net gains would not be as great. On the other hand, if 
servicing costs are greater than zero, then it is highly unlikely, as 
stated above, that any of the municipalities would earn 'tax profits' by 
increasing their equalized commercial/industrial assessment by one 
million dollars while the other municipalities held their corresponding 


assessment fixed. 


C. SUMMARY 


While this analysis was based on the addition of one million 
dollars of C/I assessment, this figure was simply chosen as a benchmark 
whereby an analysis of the impact of additional assessment could be 
undertaken. Indeed, a figure of ten million or one hundred million 
dollars of extra assessment might have been used. For example, this 
additional one million dollars would have ranged from less than one- 
tenth of one percent of existing total equalized assessment in 
Kitchener (the lowest) to 2.3 percent of the corresponding figure in 
Wellesley (the highest). For Cambridge and Waterloo, it represented 
roughly one-fifth of one percent rising to three-fifths of one percent 
in Woolwich and further increasing to 1.1] percent and 2.0 percent in 


Wilmot and North Dumfries respectively. 


ene ee 


Furthermore, the imposition of this increased assessment would 
only slightly change the mix of property taxes collected from the 
residential vis-a-vis the commercial/industrial sector. In fact, the 
sceedet ab aV ET NaeeL et sector would now pay an insignificantly larger 
amount (less than one percent of actual taxes collected) of the total 


tax burden in each of the merged areas. 


In spite of the relatively insignificant impact which was 
undoubtedly caused by changing our assessment by a comparatively small 
amount, pheuanaly ats does suggest a number of consequences which must 
be carefully pursued before indiscriminately attempting to attract new 
commercial/industrial assessment in order to generate ‘tax profits.' 
Indeed, as was illustrated above, it might be in the best interests of 
a specific municipality to encourage industry to locate in an adjacent 
community within the Region so as to avoid the associated costs and 
yet reap the benefits from a reduced regional levy, a lower proportion 


of the total education tax bill, and a stimulus to the area economy. 


The analysis conducted in this paper is based on a number of 
assumptions, most of which are implicit and perhaps obvious. 
Fortunately these assumptions are neither unrealistic nor impractical, 
yet some of them should be reiterated for it may affect the conclusions 


which one draws. 


For instance, this analysis assumed that an enlarged tax base 
of one million dollars arose in one area with all the other areas 
remaining unchanged in terms of their total assessment. To the extent 


that all areas experience increases in assessment simultaneously, then 
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the regional levy and the Resource Equalization Grant will not change 
in the proportions outlined in the above analysis. Nevertheless, such 
a change could be accommodated and handled very effectively by employing 


the same analytical format as presented above. 


Further, it was assumed that the existing average commercial/ 
industrial mill rate for local, regional and educational purposes would 
apply if the assessment base increased. Once again, this may not be the 
case, yet our analysis could easily accommodate any assumption about the 


applicable rates. 


Similarly, increases in assessment may lead to increases in 
population and if so, the Resource Equalization Grant would not have 
changed in the predicted manner. However, this result could be easily 
altered to reflect population changes. Indeed, similar comments could 
be made about the remaining assumptions and appropriate adjustments 


made in the calculations. 


In short this chapter has presented the more salient features 
associated with the calculation of net revenue gains or losses which 
might have resulted from an enlarged tax base in each of the area 
municipalities in the Waterloo Region for the year 1976. It suggested 
that an increase in commercial/industrial assessment would not have 
generated 'tax profits’. Indeed, it is more likely that outright 
losses would have been generated. The argument that new assessment is 
necessary in order to prevent residential property taxes from increasing 


is highly questionable, particularly if it leads to competition among 


— 14h = 


the different area municipalities for this expanded assessment base. 


However, all of this is not to suggest that additional 
commercial/industrial development is to be discouraged. In fact, there 
are strong arguments which can be made for having an expanded 
commercial/industrial sector since it may create a number of employment 


opportunities which are clearly desirable for an increasing population. 
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APPENDIX A 


EXPENDITURES BY FUNCTION 


Source: Calculated from data included in the Financial 
Data Base, May 1978, Waterloo Region Review 
Commission, ch. 2,3. 
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APPENDIX B 


REVENUE SOURCES 


Source: Calculated from data included in the Financial] 
Data Base, May 1978, Waterloo Region Review 
Commission, ch. 2,4. 
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APPENDIX C 


1976 PROVINCIAL GRANTS TO 
REGION OF WATERLOO MUNICIPALITIES BY MINISTRY 


Source: Ministry of Treasury and Economics 
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